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Complement to AICPA Audit and
Accounting Guide Audits of
Brokers and Dealers in Securities

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial
statements of broker-dealers in securities with an overview of recent
economic, industry, regulatory, and professional developments that
may affect the audits they perform. Because securities broker-deal
ers often deal in com modity futures or function as commodity
pool operators, this Audit Risk Alert expands the discussions of re
cent developments to include matters that may affect the audits of
commodity entities as well. This document has not been approved,
disapproved, or otherwise acted upon by any senior technical com
mittee of the AICPA.
The AICPA staff is grateful to Robert A. Flaum, Richard C. Flowers,
Thomas Lockburner, Karl E. Ruhry, and the commodity futures
regulatory staff for their assistance and contributions to this Audit
Risk Alert.
M aryann Kasica
T echnical M an a ger
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Securities Industry Developments— 2000/01
Economic and Industry Developments
What are the industry and economic conditions facing broker-dealers
and commodity entities in the current year?

The growth in the U.S. economy of recent years continued through
the end of 1999 and into 2000, fueled in part by increased workforce
productivity and consumer spending. In February 2000, the current
period of economic expansion became the longest in history, at 107
months. Among the economic statistics and other developments
through the first three quarters o f 2000 are the following:
• The equities markets continued to display periods of volatil
ity. Both the Dow Jones Industrial Average (DJIA) and the
National Association of Securities Dealers Automated Quo
tation (NASDAQ) composite ended 1999 at record highs,
nearly 11,500 for the DJIA and over 4,000 for the NAS
DAQ. By March 2000, the NASDAQ reached a new mile
stone, closing at over 5,000 for the first time. After reaching
these milestones, however, both the DJIA and the NAS
DAQ experienced steep declines from their record highs, as
well as periodic gains back toward these earlier milestones.
• The much-anticipated Year 2000 Issue, with its potential for
negative economic im plications, has passed w ithout any
major impact.
•

Gross domestic product (GDP), which measures the output
of goods and services produced by labor and property lo
cated in the United States— increased at a rate of 4.8 percent
in the first quarter o f 2000. GDP then rose to 5.6 percent in
the second quarter of 2000. Third quarter GDP estimates,
however, have indicated a rate of less than 3 percent.

• The U.S. jobless rate remained under 4.5 percent, reaching
a thirty-year low of 3.9 percent in April and September.
7

• The Federal Reserve Board (Fed) raised the federal funds rate
three times so far during 2000, to 6.5 percent.
Chapter 5, “Auditing Considerations,” in the Audit and Account
ing Guide Brokers a n d D ealers in Securities (the Guide) notes that
before the start of the audit, the auditor should review the guidance
in Statement on Auditing Standards (SAS) No. 22, P lan n in g a n d
S upervision (AICPA, P rofessional Standards, vol. 1, AU sec. 311),
regarding the specific procedures that should be considered in
planning an audit in accordance with generally accepted auditing
standards (GAAS). SAS No. 22, among other matters, states that
the auditor should obtain a knowledge of matters that relate to the
nature of the entity’s business, its organization, and its operating
characteristics, and consider matters affecting the industry in
which the entity operates, including, among other matters, eco
nomic conditions, as they relate to his or her audit.
Keep in mind that this section of this Audit Risk Alert notes just a
few recent economic statistics and developments. Also, there are re
gional differences that may need to be taken into consideration. For
example, unemployment statistics may show a variation when com
paring one region of the United States with another. Also, not all in
dustries may benefit equally during a period of economic prosperity.
Margin Accounts1
During the past year, there have been periods where outstanding
m argin debt has risen significantly. M argin accounts allow in 
vestors to buy securities without paying the full purchase price for
their securities. The difference between the purchase price and
the amount paid by the customer represents a collateralized loan
to the customer on which interest is charged. The broker-dealer
holds the customer's securities as collateral in a readily negotiable
form, enabling the broker-dealer to liquidate the securities if the
customer fails to maintain a proper level of margin.
1. Readers should be alert for amendments or updates to the rules discussed in this sec
tion o f the Audit Risk Alert. Readers should refer to the full text o f the rules discussed
in this section o f the Alert. See the “Information Sources” section o f this Alert for a
list o f Internet resources, including some Web sites that can provide information on
regulatory issues and developments.
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The am ount of credit extended is subject to Fed Regulation T,
which currently sets the minimum initial margin requirement at
50 percent. Although Regulation T is an initial margin requirement,
certain securities exchanges may set initial margin requirements that
are higher than the requirements specified in Regulation T and have
rules establishing m inim um maintenance margin requirements.
New York Stock Exchange (NYSE) requirements, for example, are
established in Rule 431. Broker-dealers can set initial or mainte
nance margin requirements higher than those required by regula
tory bodies and may revise their established margin requirements
from time to time.
Also, as previously noted in this section of the Alert, the equities
markets have shown periods of volatility during the past year. Chap
ter 2, “Broker-Dealer Functions, Books and Records,” of the Guide,
states that due to the volatility in securities values, it is essential that
up-to-date records be maintained so that the broker-dealer is able to
make informed decisions to limit exposure to losses.
The auditor should review customers accounts for evidence of un
dermargined, partly secured, or unsecured conditions that may affect
the net capital computation under Securities and Exchange Com
mission (SEC) rule 15c3-1 and the reserve and possession-or-control
requirements of rule 15c3-3, as well as the collectibility of accounts.
Decimalization
Broker-dealers will likely be addressing the impact of decimalization
on their organizations. Decimalization refers to the conversion of se
curities from fractional pricing (eighths and sixteenths of a dollar) to
decimal pricing (dollars and cents). Under decimalization, securities
can be priced in smaller increments. (See the related discussion of
the timetable for conversion to decimal pricing included in the
“Other Recent SEC Developments” discussion in the “Regulatory
Issues and Developments” section in this Audit Risk Alert.)
Broker-dealers, for example, may have implemented, and may be
continuing to implement, system changes necessary to accommo
date potential increases in trading volumes, and convert to decimal
pricing. Auditors of broker-dealers should be alert for risks that can
9

arise or change due to such circumstances as new systems or system
changes. SAS No. 55, C onsideration o f In tern a l C ontrol in a F inan
cia l S tatem ent A udit (AICPA, P rofessional Standards, vol. 1, AU sec.
319), as amended by SAS No. 78, provides guidance on the inde
pendent auditor's consideration of an entity’s internal control in an
audit of financial statements in accordance with GAAS. SAS No.
55 states, among other matters, that the auditor should obtain
sufficient knowledge of the entity’s risk assessment process to un
derstand how management considers risks relevant to financial re
porting objectives and decides about actions to address those risks.
Risks relevant to financial reporting include internal and external
events and circumstances that m ay occur and adversely affect an
entity’s ability to record, process, summarize, and report financial
data consistent with the assertions of management in the financial
statements. Risks can arise or change due to circumstances, such as
the following:
•

Changes in operating environment

• New personnel
• New or revamped information systems
• Rapid growth
• New technology
• New lines, products, or activities
•

Corporate restructurings

• Foreign operations
• Accounting pronouncements
Technology and E-Business
The securities industry continues to undergo significant changes
resulting from technological developments and implementation of
e-business strategies. In addition to addressing decimalization, bro
ker-dealers may be seeking greater operational efficiencies through
the automation of manual processes, developing and expanding
their use of the Internet (and wireless technologies) to deliver inno
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vative products and services to clients, or offering online investment
banking services. The securities industry has also initiated efforts to
address compressing the settlement cycle on certain securities from
trade date plus three days (T+3) to trade date plus one day (T+1).
M any broker-dealers continue to experience growth in the number
of new online brokerage accounts. This growth in online broker
age, which may be attributed in part to the preference of a number
of their customers to take a more active role in the research of in
vestment opportunities and management of their investments, has
prompted some broker-dealers to implement changes to estab
lished commission and product pricing structures.
Also, a number of broker-dealers are expanding their online offer
ings to include fixed income products. Although the percentage of
online fixed income trades is growing, it remains small when com
pared with all fixed income trades. (See the related discussion “EBusiness, Including Online Trading” in the “Audit Issues and
Developments” section of this Audit Risk Alert.)
Gramm-Leach-Bliley Financial Services Modernization Act of 1999
Broker-dealers, among other entities in the financial services indus
try, will likely be assessing the implications of the Gramm-LeachBliley Financial Services Modernization Act of 1999 (the Act) on
their organizations. Among other matters, the Act eliminates many
of the existing barriers (notably the Glass-Steagall Act) that prohib
ited affiliations among organizations in the financial services indus
try, such as securities firms, banks, and insurance companies. The
Act provides for a financial holding company structure (with the
Fed serving as an umbrella regulator). The Act also eliminates the
blanket exemption for banks from the definitions of broker and
dealer in the Securities Act of 1933 (Securities Act) and replaced it
with a series of targeted exceptions for certain bank securities activ
ities. If banks meet the conditions for relying on the various excep
tions, they can engage in the activities w ithout registering as
brokers and dealers.
The Act may provide opportunities as well as challenges for brokerdealers. For example, to the extent that this legislation allows finan
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cial institutions to enter into new lines of business and affiliate with
banks or insurance companies, there may also be additional chal
lenges from an increase in competition from other financial ser
vices organizations who are sim ilarly expanding their product
lines. Auditors should be alert for any changes in the broker-deal
ers business, including its products and services, related parties,
and changes to applicable regulations that may follow in the wake
of the Act.
The Act also requires that financial institutions must provide its
customers with a notice of its privacy policies and practices. The
Act restricts the disclosure of nonpublic customer information by
financial institutions. All financial institutions must provide cus
tomers the opportunity to “opt out” of the sharing of the customers’
nonpublic information with unaffiliated third parties. See a related
discussion, “SEC Regulations” in the “Regulatory Issues and De
velopments” section of this Audit Risk Alert.
Demutualization of Securities Exchanges
Auditors of broker-dealers that are owners of exchange member
ships should be alert to recent developments in the demutualization
of certain securities exchanges. During the past year, certain securi
ties exchanges, facing increasing competition from alternative trad
ing systems (ATSs), including electronic communications networks
(ECNs), have taken steps toward demutualization, or converting to
a for-profit shareholder-owned structure.
As discussed in Paragraph 5.114 of the Guide, the propriety of con
sidering exchange memberships as assets of the broker-dealer
should be ascertained by referring to partnership agreements or
other documents of the broker-dealer. The auditor should also be
satisfied concerning the propriety of the carrying value of a mem
bership and whether the carrying value has been impaired. See the
related discussion “Value of Com modities Exchange M em ber
ships” in the “Audit Issues and Developments” section of this Audit
Risk Alert. Auditors should consider whether share ownership re
sulting from a demutualization has been appropriately accounted
for by the client.
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The Commodities Industry
The past year has witnessed several significant developments in
how futures markets w ill be operated and regulated. Futures ex
changes, much like securities exchanges, are changing their struc
tures from membership-owned associations to public companies.
Traditional outcry trading on com m odity exchange floors is
being challenged by trading on electronic exchange platforms. It
remains to be seen how these developments will affect the value
of exchange m emberships and customers served by those ex
changes. For a discussion of the audit implications related to the
value of exchange memberships, see the discussion titled “Value
of Commodity Exchange Memberships” in the “Audit Issues and
Developments” section of this Audit Risk Alert.
The Commodity Futures Trading Commission (CFTC) has adopted
a new regulatory framework that establishes three kinds of trading fa
cilities, which would be subject to varying levels of CFTC oversight
depending on the nature of commodities traded and the sophistica
tion of the m arket's participants. The framework will also replace
prescriptive rules with core principles. Details are available at the
CFTC Web site, www.cftc.gov.
In light of economic pressures and the repeal of the Glass-Steagal
Act, consolidation within the financial services industry has accel
erated. As a result, the lines between the securities and commodi
ties industries have become less distinct. Broker-dealers frequently
function in areas that are subject to regulation by the CFTC. They
may deal in commodity futures and options on futures contracts,
or advise and operate entities (such as commodity pools) that do
so. To conduct such activities, they must register with the CFTC as
futures commission merchants (FCMs), introducing brokers (IBs),
commodity pool operators (CPOs), or commodity trading advisers
(CTAs), depending on the nature of their activities and operations
involving futures and options on futures. The new regulatory
framework provides an expedited procedure for such registration.
The 1983 Shad-Johnson Accord between the SEC and the CFTC
previously delineated the areas of each agency’s authority for dif
ferent financial products. It prohibited the trading of single stock
13

futures. However, the President’s W orking Group on Financial
Markets recommended, among other things, that the CFTC and
the SEC work together to determine whether the trading of sin
gle stock futures should be permitted and, if so, under what con
ditions. Both agencies have agreed on a plan to perm it such
trading, although enabling legislation, which passed the House
was not passed in the Senate.
The volume of futures and options contracts traded bears directly
on the revenues of commodity brokers. The number of contracts
traded on U.S. markets was up 23 percent for the first seven months
of 2000, compared to the first seven months of 1999. Non-U.S.
market volume was up 26.3 percent in 2000 over the same sevenmonth period in 1999.
Executive Summary— Economic and Industry Developments
• Auditors should review the guidance in SAS No. 22, Planning and
Supervision, regarding the specific procedures that should be consid
ered in planning an audit in accordance with GAAS. The planning
process includes gaining an understanding of the business and con
sideration of other important factors that affect the broker-dealer,
including external economic factors.
• During the past year, there have been periods where outstanding
margin debt has risen significantly. The auditor should review cus
tomers’ accounts for evidence of undermargined, partly secured, or
unsecured conditions that may affect the net capital computation
under SEC rule 15c3-1 and the reserve and possession-or-control re
quirements of rule 15c3-3, as well as the collectibility of accounts.
• Broker-dealers will likely be addressing the impact of decimalization
on their organizations.
• The securities industry continues to undergo significant changes result
ing from technological developments and implementation of e-busi
ness strategies. Also, many broker-dealers continue to experience
growth in the number of new online brokerage accounts.
• Broker-dealers, among other entities in the financial services in
dustry, will likely be assessing the implications of the GrammLeach-Bliley Financial Services Modernization Act of 1999 on their
organizations. The Act may provide opportunities as well as chal
lenges for broker-dealers.
14

• Auditors of broker-dealers that are owners of exchange memberships
should be alert to recent developments in the demutualization of
certain securities exchanges.
• The past year has witnessed several significant developments in how
futures markets will be operated and regulated. Also, the CFTC has
adopted a new regulatory framework that establishes three kinds of
trading facilities, which would be subject to varying levels of CFTC
oversight depending on the nature of commodities traded and the
sophistication of the market’s participants.

Regulatory Issues and Developments2
What are some of the recent regulatory developments affecting
broker-dealers?

Chapter 5, “Auditing Considerations,” of the AICPA Audit and
Accounting Guide Brokers a n d D ealers in Securities, discusses audit
ing considerations for an audit of the financial statements of a bro
ker-dealer. The Guide notes that the regulatory environment of a
broker-dealer has a major effect on the audit of a broker-dealer be
cause of the requirements that auditors report on the adequacy of
the broker-dealer's internal control and on its compliance with the
specific rules addressing financial responsibility and recordkeeping.
Accordingly, certain tests of controls are performed even if the au
ditor might not otherwise do so.
The audit and reporting requirements for securities broker-dealers
are regulated by rule 17a-5 under the Securities Exchange Act of
1934 (Exchange Act). An alternative regulatory framework has been
2. Readers should be alert for updates, amendments, or other changes to the rules dis
cussed in this section o f the Audit Risk Alert and other recent developments related
to regulatory activities. The brief summaries provided in this section o f the Alert are
for informational purposes only. Readers should refer to the full text o f the regulations
that are discussed in this section o f the Alert. The complete text o f Securities and
Exchange Commission (SEC) final rules discussed in this section o f the Alert, in
cluding rules adopted subsequent to the writing o f this Alert, can be obtained from
the SEC Web site at www.sec.gov. The complete text o f Comm odity Futures Trading
Commission (CFTC) final rules discussed in this section o f the Alert, including
rules adopted subsequent to the w riting o f this A lert, can be obtained from the
CFTC Web site at www.cftc.gov. See the “Information Sources” section o f this Alert
for a list o f Internet resources, including some W eb sites that can provide additional
inform ation on regulatory issues and developments.
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created for over-the-counter derivatives dealers that establish a spe
cial class of broker-dealers who may choose to register with the SEC
under a limited regulatory structure. Registered broker-dealers in
U.S. government securities are regulated by section 405.02 of the
regulations pursuant to section 15C of the Exchange Act.
Qualifications and reports of independent accountants of com
modity entities are specified by Regulation 1.16 of the Commodity
Exchange Act (CEA).
Before undertaking the audit of a regulated entity, auditors should
read the applicable rules and understand the prescribed scope of
the audit and the related reporting requirements.
SEC Regulations
What are some of the final rules issued during the past year by the SEC
that may affect broker-dealers?

The following is a summary of some of the rules that the SEC issued
during 2000.
• EDGAR System a n d EDGAR Filer M anual. The SEC adopted
several final rules in 2000 related to the Electronic Data
Gathering, Analysis and Retrieval (EDGAR) System and the
EDGAR Filer Manual.
— The SEC issued a final rule adopting an updated edition
of the EDGAR Filer Manual and providing for its incor
poration by reference into the Code of Federal Regula
tions. The updated EDGAR Filer Manual describes the
technical formatting requirements for the preparation and
submission of electronic filings through the EDGAR sys
tem. The purpose of the new version of EDGAR and the
Filer Manual (Release 6.75) is to add new form types and
delete several old ones. Effective date: January 24, 2000.
— The SEC implemented the next stage of modernization
of the EDGAR System (EDGAR Release 7.0) for filers
and adopted amendments to SEC rules to reflect changes
to filing requirements that result from the implemen
tation of EDGAR Release 7.0, as well as certain other
16

changes to clarify or update rules. The effective date is
M ay 30, 2000, and applies to filings submitted on or
after that date, with certain specified exceptions.
— The SEC issued a final rule adopting revisions to the
EDGAR Filer Manual and provided for their incorpora
tion by reference into the Code of Federal Regulations.
The SEC adopted a new Volume II of the EDGAR Filer
M anual, which describes the technical formatting re
quirements for the preparation and submission of elec
tronic filings through the EDGAR system and describes
the requirements for filing using the EDGARLink. Effec
tive date: M ay 30, 2000. The SEC subsequently adopted
a final rule updating the provisions of the EDGAR Filer
Manual governing the old legacy EDGAR system (found
in Volume I of the EDGAR Filer Manual), and the filing
of Form N-SAR documents (found in Volume III of the
EDGAR Filer M anual), to reflect the lim ited changes
being made to these systems with the implementation of
EDGAR Release 7.0. Effective date: June 23, 2000.
• A lternative tra din g systems. The SEC issued a temporary stay
of effectiveness of rules 301(b)(5)(i)(D ) and (E) and
301(b)(6)(i)(D) and (E) until December 1, 2000, to provide
sufficient time for a reporting system to be developed that
would compile and publish data for investment-grade and
non-investment-grade corporate market segments. These
provisions relate to alternative trading systems that trade cer
tain categories of debt securities. Other alternative trading
system rules, which were published in 63 FR 70844 on De
cember 22, 1998, remain effective as previously stated.
•

T ransfer a g e n t fo r m a n d r e la ted rules. The SEC adopted
amendments to rule 17Ac2-2 and to related Form TA-2,
and rescinded rule 17a-24 under the Exchange Act, to clar
ify filing requirements and instructions, eliminate or change
ambiguous terms and phrases, delete certain redundant or
unnecessary questions, and add questions that would help
the SEC to more effectively monitor the transfer agent in
dustry. Effective date: July 10, 2000.
17

•

O ffer a n d sale o f securities to Canadian tax-deferred retirem ent
savings accounts. The SEC adopted a new rule 237 under the
Securities Act that would permit foreign securities to be of
fered to U.S. participants in certain Canadian tax-deferred re
tirement accounts and sold to those accounts without being
registered under the Securities Act. The SEC also amended
rule 12g3-2 under the Exchange Act, which exempts securi
ties of a foreign private issuer from the registration require
ments of the Securities Act if the issuer has fewer than 300
shareholders resident in the United States. The amendments
provide that Canadian/U.S. Participants who hold shares of a
foreign private issuer only through their Canadian retirement
accounts do not count toward the 300 shareholders in the
United States. Effective date: June 23, 2000.

• P rivacy o f consum er fin a n cia l inform ation. The SEC adopted
regulation S-P, privacy rules promulgated under section 504
of the Gramm-Leach-Bliley Financial Services Moderniza
tion Act of 1999. Section 504 requires the SEC and other
federal agencies to adopt rules implementing notice require
ments and restrictions on a financial institution’s ability to
disclose nonpublic personal information about consumers.
The Act requires the SEC to establish for financial institu
tions appropriate standards to protect customer informa
tion. The final rules implement these requirements of the
Act with respect to investment advisers registered with the
SEC, brokers, dealers, and investment companies, which are
the financial institutions subject to the SEC’s jurisdiction
under the Act. Effective date: November 13, 2000.
• F in a n cia l sta tem en ts a n d p e r io d ic reports f o r rela ted issuers
a n d gu aran tors. The SEC adopted new rule 12h-5 under
the Exchange Act; amendments to rule 3-10 of Regulation
S-X, item 310 of Regulation S-B, and Form 20-F under
the Exchange Act; and rescinded SEC Staff Accounting
B ulletin (SAB) No. 53. The new rule and rule am end
ments codify in large part the positions the SEC staff has
developed through SAB No. 53, later interpretations, and the
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registration review process, and are intended to eliminate
uncertainty about which financial statements and periodic
reports subsidiary issuers and subsidiary guarantors must file.
Effective date: September 25, 2000, except that Form 20-F is
effective September 30, 2000.
• S electiv e d isclosu re a n d in sid er tra din g. The SEC adopted
new rules Regulation FD (Fair Disclosure), rule 10b5-1,
and rule 10b5-2, and amendments to Form 8-K. The rules
are designed to promote the full and fair disclosure of in
formation by issuers of m aterial nonpublic information,
and to clarify and enhance existing prohibitions against in
sider trading. Regulation FD is a new issuer disclosure rule
that addresses selective disclosure. Regulation FD provides
that when an issuer, or person acting on its behalf, discloses
m aterial nonpublic inform ation to certain enum erated
persons (in general, securities m arket professionals and
holders of the issuer's securities who m ay well trade on the
basis of the information), it must make public disclosure of
that information. The timing of the required public disclo
sure depends on whether the selective disclosure was inten
tional or nonintentional. The required public disclosure
may be made by filing or furnishing a Form 8-K or by an
other method or combination of methods that is reasonably
designed to effect broad, nonexclusionary distribution of the
information to the public. Rule 10b5-1 addresses the issue
of when insider trading liability arises in connection with a
trader's “use” or “knowing possession” of material nonpublic
information, and provides that a person trades “on the basis
of” material nonpublic information when the person pur
chases or sells securities while aware of the information. Rule
10b5-2 addresses the issue of when a breach of a family or
other nonbusiness relationship m ay give rise to liability
under the misappropriation theory of insider trading. Rule
10b5-2 sets forth three nonexclusive bases for determining
that a duty of trust or confidence was owed by a person re
ceiving information, and provides greater certainty and clar
ity on this issue. Effective date: October 23, 2000.
19

•

U nlisted tra d in g p riv ileges. The SEC amended rule 12f-2
under the Exchange Act, which governs unlisted trading priv
ileges (UTPs) in listed initial public offerings (IPOs). Under
the amendment, a national securities exchange extending
UTPs to an IPO security listed on another exchange will no
longer be required to wait until the day after trading has com
menced on the listing exchange to allow trading in that secu
rity. Instead, a national securities exchange will be permitted
to begin trading an IPO issue immediately after the first trade
in the security is reported by the listing exchange to the Con
solidated Tape. Effective date: November 6, 2000.

• A m endm ents to th e F reedom o f In form ation a n d P riva cy A ct
ru le a n d co n fid en tia l trea tm en t ru le 83. The SEC adopted
amendments to the SEC’s procedures for requesting confi
dential treatment of records submitted to the SEC when no
other procedures are applicable. The SEC also amended its
procedures for requesting information under the Freedom of
Information Act, and for requesting, amending, or correcting
records about individuals under the Privacy Act of 1974. The
amendments conform the procedures to current statutory
and case law and administrative practice and correct clerical
errors, reflect SEC staff and public comments on proposed
amendments that were announced on April 14, 1999. The
amendments update rules 80 and 83 under the Freedom of
Information Act, and rules 303, 306, 308, 310, and 312
under the Privacy Act. Effective date: October 13, 2000.
In addition, final rules that the SEC issued in 1999 since the writing
of last year's Audit Risk Alert include the following:
•

C ross-border ten d er a n d exchange offers, business com binations,
a n d rights offerings. The SEC adopted new rules 800, 801,
and 802, and revised Form F-X and rule 144, under the Se
curities Act; adopted new rule 4d-10 under the Trust Inden
ture Act of 1939; revised rules 13e-3, 13e-4, 14d-1, l4d-9,
14e-2, and portions of new rule l4e-5 under the Exchange
Act; revised rules 30-1 and 30-3 of the SEC Rules Delegating
Authority to the Directors of the Division of Corporation Fi
nance and M arket Regulation, respectively; and adopted
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new Form CB under the Securities Act and the Exchange
Act. The purpose of the tender offer and Securities Act regis
tration exemptive rules for cross-border tender and exchange
offers, business combinations, and rights offerings relating
to the securities of foreign companies is to facilitate U.S. in
vestor participation in these types of transactions. Effective
date: January 24, 2000, with certain specified exceptions.
•

Takeovers a n d secu rity h o ld er co m m u n ica tio n s. The SEC
adopted comprehensive revisions to the rules and regula
tions applicable to takeover transactions (including tender
offers, mergers, acquisitions, and sim ilar extraordinary
transactions). The SEC adopted amendments to rules 135,
145, 432, Forms S-4 and F-4, and new rules 162, 165, 166
and 245 of the Securities Act. Rules 13e-1, 13e-3, 13e-4,
14a-4, 14a-6, 14a-12, 14c-5, 14d-1, 14d-2, 14d-3, 14d-4,
l4 d -5 , l4 d -6 , l4 d -7 , l4 d -9 , 14 e -1 and Schedules 14A,
13E-3, and 14D-9 under the Exchange Act were amended,
and rule 14 a -11 under the Exchange Act was rescinded.
The SEC also adopted amendments to item 10 of Regula
tion S-K; amendments to rule 13(d) of Regulation S-T; and
rule of practice 30-3. A new subpart of Regulation S-K, the
1000 series (Regulation M-A); a new tender offer Schedule
TO (replacing Schedules 13E-4 and 14D-1); new tender
offer rule 14e-5 (replacing rule 10b-13) and new tender
rules 14 d -11 and l4 e-8 were adopted. The revised rules
perm it increased com munications w ith security holders
and the markets, balance the treatment of cash and stock
tender offers, sim plify and centralize the disclosure re
quirem ents, and elim inate regulatory inconsistencies in
mergers and tender offers. In addition, tender offer rules
were updated by providing for a subsequent offering pe
riod, clarifying certain filing and disclosure requirements,
and reducing compliance burdens where consistent with
investor protection. Effective date: January 24, 2000.

• D eliv ery o f d isclosu re d o cu m en ts to h ou seholds. The SEC
adopted a new rule 154 under the Securities Act to permit
issuers and broker-dealers to satisfy the Securities Act’s
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prospectus delivery requirements w ith respect to two or
more investors sharing the same address by sending a single
prospectus, subject to certain conditions. Under new rule
154, a prospectus is considered delivered to all investors at a
shared address for purposes of the federal securities laws, if
the person relying on the rule delivers the prospectus to the
shared address and the investors consent to delivery of a sin
gle prospectus. The rule applies to prospectuses and to
prospectus supplements. In addition, the SEC adopted
amendments to rules 14a-3, 14c-3, and 14c-7 under the Ex
change Act to permit householding (delivery of one share
holder report to investors who share an address) of annual
and semiannual reports under substantially the same condi
tions as those in Rule 154 with respect to prospectuses. Ef
fective date: December 20, 1999.
Interm ark et Trading System plan. The SEC adopted amend
ments to the plan governing the operation of the Intermarket
Trading System (ITS) to expand the National Association of
Securities Dealers, Inc's. (NASD’s) ITS/Computer Assisted
Execution System (CAES) linkage to all listed securities, in
cluding non-rule 19c-3 securities. Effective date: February
14, 2000.
A udit com m ittee disclosure. The SEC adopted new Item 306
of Regulation S-K and Item 306 of Regulation S-B, as well
as amendments to rule 10-01 of Regulation S-X; Item 310
of Regulation S-B; Item 7 of Schedule 14A under the Ex
change Act; and Item 302 of Regulation S-K. The new rules
and rule amendments to current rules require that—
-

Companies’ independent auditors review the compa
nies’ financial information prior to the companies filing
their Quarterly Reports on Form 10-Q or Form 10QSB
with the SEC.

-

Companies include in their proxy statements certain dis
closures about their audit committees and reports from
their audit committees containing certain disclosures.

The new rules and amendments, which are based in large
measure on recommendations made by the Blue Ribbon
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Committee on Improving the Effectiveness of Corporate
Audit Committees,3 are designed to improve disclosure relat
ing to the functioning of corporate audit committees and to
enhance the reliability and credibility of financial statements
of public companies. Effective date: January 31, 2000.
SEC— Auditor Independence Requirements
In November 2000 the SEC adopted amendments to its auditor
independence requirements. Specifically, it amended Rule 2-01 of
regulation S-X and Item 9 of Schedule 14A under the Securities
Exchange Act of 1934. These amendments are intended to mod
ernize the SEC's rules for determining whether an auditor is inde
pendent in light of—
•

Investments by auditors or their family members in audit
clients.

•

Employment relationships between auditors or their family
members and audit clients.

• The scope of services provided by audit firms to their audit
clients.
Help Desk—Visit the SEC's Web site at www.sec.gov/rules/
final/33-7919.htm for the final rules. Also, see the new AICPA
Audit Risk Alerts, The ABCs o f Independence—2000/01 and SEC
Alert, for additional discussions about the amendments.
Other Recent SEC Developments
SEC Interpretive Release— Use o f Electronic Media4
In April 2000, the SEC issued the Interpretive Release Use o f Elec
tro n ic M ed ia , discussing the application of the federal securities
laws to electronic media. The effective date is M ay 4, 2000. This
3. See the AICPA general A udit Risk A lert— 1999/ 2000 for a discussion o f the Blue Rib
bon Comm ittee’s recommendations.
4. The SEC from time to time will provide guidance relating to topics o f general inter
est to the business and investment communities by issuing an “interpretive release,”
in which it publishes its views on the subject matter and interprets the federal securi
ties laws and its own regulations. The SEC Interpretive Release Use o f Electronic M edia
is available on the SEC W eb site at www.sec.gov.
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Interpretive Release is designed to provide guidance to issuers of
all types and addresses the use of electronic media in three areas.
1. Updates previous SEC guidance on the use of electronic
media to deliver documents under the federal securities laws.
2. Discusses an issuer's liability for Web site content.
3. Outlines basic legal principles that issuers and market inter
mediaries should consider in conducting online offerings.
The Interpretive Release includes a section on online offerings,
which among other matters notes that the SEC Division of Corpo
rate Finance has reviewed numerous procedures in connection with
online distributions of IPOs, and has issued a no-action letter re
garding permissible procedures for the use of the Internet in IPOs.
SEC Staff Reports
R eport o f Examinations o f D ay-T rading Broker-Dealers. In February
2000, the SEC staff released a special study, R eport o f Examinations
o f D ay-T rading Broker-Dealers. The SEC Office of Compliance In
spections and Examinations conducted an examination sweep of
forty-seven registered broker-dealers providing day-trading facilities
to the general public. The examinations were conducted from Oc
tober 1, 1998, through September 30, 1999. The purpose of the ex
aminations was to review each firm’s compliance w ith federal
securities laws and self-regulatory organization (SRO) rules. In addi
tion, the examiners reviewed how day-trading activities fit within
the current securities regulatory structure and identified regulatory
issues that may require further consideration. The Report also de
scribes a number of regulatory initiatives designed to address regula
tory concerns, and recent SEC enforcement actions and initiatives.
L im it ord er display rule. In M ay 2000, the SEC released a report
prepared by the Office of Compliance Inspections and Examina
tions staff that revealed problems in the display of lim it orders in
the equities and options markets and inadequacies in the markets
surveillance and disciplinary programs for lim it order display.
The report found that samples of lim it orders received by some
market makers and specialists revealed Lim it Order Display Rule
violations and concludes that the SRO's surveillance and enforce
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ment for the proper handling of limit orders needs improvement.
The Limit Order Display Rule, which the SEC adopted for equity
markets in 1996, requires that immediately upon receipt, specialists
and over-the-counter (OTC) market makers either display in their
quotes qualified customer limit orders that improve the price or add
to the size of their quotes, or execute or re-route those orders to
other market centers.
E lectronic C om m unications N etworks a n d A fter-H ours Trading. In
June 2000, the staff of the SEC Division of Market Regulation is
sued a report, E lectronic C om m unication Networks a n d After-Hours
Trading. This Report analyzes the current operations of ECNs and
after-hours trading, their impact on the securities markets, and re
cent regulatory initiatives that have been taken to address these de
velopments. The Report also analyzes current trading dynamics in
the after-hours market.
The text of these and other SEC staff Special Reports are available
on the SEC Web site at www.sec.gov.
Decimalization
In June 2000 the SEC issued an order requiring the exchanges and
the NASD to submit a plan for—
• Phasing in decimal pricing for listed stocks and certain op
tions starting no later than September 5, 2000.
• Phasing in decimal pricing for all NASDAQ securities be
ginning no later than March 12, 2001.
•

Pricing all securities in decimals no later than April 9, 2001.

A comprehensive phase-in plan was submitted to the SEC in July
2000 that: called for the decimal pricing to begin in thirteen ex
change-listed securities and options on those securities on August
28, 2000; expanded decimal pricing to fifty to 100 additional ex
change-listed securities and their options on September 25, 2000;
and provided that decimal pricing for all remaining exchange-listed
securities and all options potentially could begin as early as Decem
ber 2000. The decision to convert all remaining exchange-listed se
curities and options between the period December 2000 and April 9,
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2001, would be based on an assessment of industry readiness.
The plan also calls for limited decimal pricing in NASDAQ secu
rities no later than March 12, 2001, and the completion of the
decimal conversion for all equity securities and options on or be
fore April 9, 2001.
SEC Special Study: O n-line Brokerage: K eep in g Apace

o f Cyberspace
The SEC released a special study, O n -lin e B rok era ge: K eep in g
A pace o f C yberspace, in November 1999. The special study notes
the growth in online accounts (number and assets) as well as trad
ing volumes, and that online brokerage has changed the dynam
ics of the marketplace by changing the individual investor/broker
relationship. The special study also notes that the development of
events— affordable technology, increased investor access— has
raised questions for the industry and regulators. The following
questions are addressed in the special study:
• W hat will the brokerage industry look like in the future?
W here is it headed?
• W hat challenges do regulators face in applying the suitability
doctrine online?
•

How has technology impacted online firms’ performance and
evaluation of their best execution obligations?

•

How have online investors’ demand for market information
impacted the pricing of real-time data?

• How do firms ensure sufficient capacity to keep up with the
systems demands resulting from online trading?
• W hat type of investor education does the typical online cus
tomer need and want?
• W hat are the regulatory challenges involving “cyber chats”
or online discussion forums?
•

How do firms protect the privacy of their online customers’
personal information?
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•

How should brokerage firms be able to compensate Internet
financial portals?

The full text of the special study is available on the SEC Web site
at www.sec.gov.
See the related discussion “E-Business, Including O nline Trad
ing” in the “Audit Issues and Developments” section of this Audit
Risk Alert.
Consolidated Tape Association
Over the last year, the SEC has received a number of complaints
from investors and issuers about confusing end-of-day securities
prices. The confusion has arisen from inconsistencies among
market data vendors and the media concerning when they take
end-of-day “snapshots” of stock prices. In October 2000, the
SEC announced that the stock markets that comprise the Con
solidated Tape Association (CTA) have agreed to im plem ent a
plan that would help investors distinguish after-hours and regular
session trades. M arket data vendors supply tape data to sub
scribers. Financial news services and Internet sites use the data to
display price and volume information. Newspapers use the data
for daily stock tables. Additional information on the consolidated
tape is available on the SEC Web site at www.sec.gov.
Commodity Futures Trading Commission Regulations
What are some of the final rules issued by the CFTC during 2000?

The following is a summary of some of the final rules issued by the
CFTC during 2000.
•

Use o f electronic signatures. As part of its continuing program
to tailor its regulatory framework to technological advances
in the futures trading industry, the CFTC adopted new Reg
ulation 1.4 to permit the use of electronic signatures in lieu of
handwritten signatures in those instances in which regula
tions require the signature of a customer of an FCM or IB, a
participant in a commodity pool, or a client of a CTA. Ac
companying Regulation 1.3(tt) adds to the regulations a def
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inition of electro n ic signature. The Regulation was effective
on March 9, 2000.
• R egistration requirem ent f o r new sletter CTAs elim inated. The
CFTC issued a final Regulation that eliminates registration
requirements for CTAs that distribute standardized com
modity trading advice through periodicals, the Internet, and
similar media. The new Regulation adds a new subdivision
(9) to 17 C. F. R. section 4.14(a). The Regulation was effec
tive on March 10, 2000.
• P olicy sta tem en t on U .S .-located tra d in g systems. The CFTC
issued a policy statement permitting certain foreign boards
of trade to list new futures and option contracts through
U.S.-located trading systems. The statement was issued in
consideration of the C FTC staff’s successful experience
with the relief provided by foreign trading system no-ac
tion letters and the adoption of Regulation 5.3, which gen
erally perm its a dom estic board o f trade that has been
designated as a contract market to list new futures and op
tion contracts for trading upon satisfaction of certain filing
and certification requirements. The statement was effective
on issuance, July 3, 2000.
•

Sales o f fo reig n fu tu res a n d options contracts to U. S. customers.
The CFTC adopted amendments to Part 30 of its rules gov
erning the offer and sale of foreign futures and options con
tracts. The amendments clarify the circumstances under
which an unregistered foreign futures and options broker
m ay accept and execute foreign futures and options con
tracts placed directly from certain U. S. customers, without
having to register with the CFTC as either an FCM or an
IB. The rules became effective on September 1, 2000.

•

Trading proh ibition s im posed on certain persons affilia ted w ith
SROs. The CFTC amended regulation 1.59 that generally
establishes safeguards with respect to the use of material,
nonpublic information gained by SRO-affiliated individuals
in their official capacities. The amendments clarify that
salaried governing board and committee members of SROs
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are not considered employees for purposes of regulation
1.59. The amendments are effective on December 4, 2000.
• Revisions to rule 4.7. Rule 4.7 provides a simplified regulatory
framework for CPOs operating pools consisting of certain
highly accredited pool participants and for CTAs guiding the
accounts of certain highly accredited clients. The substantive
revisions to the rule (also renumbering the current rule) make
Rule 4.7 available to more CPOs and CTAs in more situa
tions by bringing into the scope of the rule additional per
sons. The revisions were effective on August 4, 2000.
• F oreign fu tu res a n d options secu red am ounts. The CFTC is
sued a statement clarifying its interpretation of foreign fu
tures and foreign options secured amount requirements set
forth in Rule 30.7. The interpretation narrowed situations
in which FCMs have to set aside equivalent funds in “mir
ror accounts” for Part 30 customers’ funds held by foreign
depositories. It applies to all new and existing Part 30 cus
tomers as of October 11, 2000.
• N et capital treatm ent o f subordination agreem ents. The CFTC
amended Regulation 1.17(h), which governs the net capi
tal treatment of subordination agreements. The amend
ment allows an FCM that is also a securities broker-dealer
to rely on a securities designated examining authority’s ap
proval of such agreements. The amendment was effective
on September 25, 2000.
• P rofile d ocu m en ts f o r com m od ity pools. The CFTC adopted
amendments to its rules to permit CPOs to provide, in ac
cordance with National Futures Association (NFA) rules, a
sum m ary profile docum ent to prospective com m odity
pool participants prior to giving them the pool’s complete
disclosure document. The amendments were effective as of
November 1, 2000.
Help Desk—The complete text of the preceding rules, along
with other CFTC final rules, including those rules adopted, or
changes made, subsequent to the writing of this Audit Risk Alert,
can be downloaded from the CFTC's Web site at www.cftc.gov.
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Commodity Futures Trading Commission Annual “Dear CPO” Letter
What are the significant issues raised in the most recent “Dear CPO” letter?

On January 19, 2000, CFTC staff sent a letter to all CPOs, which
outlined key reporting issues and common reporting deficiencies
found in annual reports for commodity pools. The letter pointed
out the CFTC staff's concerns and accordingly may alert the audi
tor to high-risk issues that could affect assertions contained in the
financial statements of commodity pools. CFTC staff suggested
that CPOs share the letter with their independent auditors.
A major concern is the level of disclosure in the financial statements
of pools that invest in other investment companies (funds of funds).
That topic continued to account for a significant proportion of
noncompliance letters issued for 1999 annual reports. A best prac
tices illustration was included with the “Dear CPO” letter. CFTC
staff plans to continue its scrutiny of annual reports of funds-offunds to assure adequate disclosure to investors in such entities.
In order to avoid some of the most common and easily remedied
deficiencies (they are discussed in detail in the February 10, 1999
“Dear CPO ” letter), the letter suggested the following:
• File one copy of the report with the NFA and two copies
with the CFTC at the regional office in whose jurisdiction
the C P O 's principal place of business is located.
• File the report as soon as possible, but no later than the due
date. For pools with a December 31, 2000 year end, the due
date is Monday, April 2, 2001 (unless an extension of time
has been granted).
•

If the pool is operating under a rule 4.7 or 4.12 exemption,
the rule requires that a notation of that fact be made on the
cover page of the report.

• Report special allocations of partnership equity as required
by CFTC Interpretive Letter 94-3, S pecial A llocations o f In 
vestm en t P artnership Equity.
•

Include information concerning net asset values or schedules
of participants’ interests, where required.
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• Include a signed oath or affirmation with each and every
copy of the report, including those copies filed with NFA and
the CFTC. (Binding the oath as part of the report package or
attaching it to the cover page is a helpful practice followed by
a number of CPOs.)
Copies of the February 10, 1999, and January 19, 2000, “Dear
CPO” letters are available at the CFTC Web site, www.cftc.gov/
tm/mgdfund.htm. CFTC staff expects to issue another “Dear
CPO” letter in January of 2001, which also will be posted on the
CFTC’s Web site.
Self-Regulatory Organization Regulations
What are some of the rules issued during the past year by SROs?

Under the Exchange Act, all broker-dealers are required to be
members of self-regulatory organizations (SROs) such as the NYSE
or NASD that perform routine surveillance and m onitoring of
their members. During the past year, the SEC also approved vari
ous SRO rules and amendments. Among these were the following:
• A udit com m ittee requirem ents. In December 1999, the SEC
approved rule changes requested by the NASD, American
Stock Exchange LLC (AMEX), and the NYSE to amend
their audit committee requirements. These amendments to
listing standards regarding audit committee requirements
were prepared in response to the recommendations of the
Blue Ribbon Committee on Improving the Effectiveness of
Corporate Audit Committees.5
• ECN a n d ATS p a rticip a tio n in th e ITS/CAES system . In
March 2000, the SEC approved a rule change requested by
the NASD to permit ECNs and ATSs to register as market
makers in listed securities using the NASDAQ quotation
and trading facilities. NASD Rules were amended to include
ECNs and ATSs within the definition of ITS/CAES market
maker and allow ECNs and ATSs to compete on an equal
basis with other market makers. The CAES is a trading sys
5. See footnote 3.
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tem operated by NASDAQ, which allows member firms to
direct orders in Consolidated Quotation System (CQS) secu
rities to market makers for execution. CAES also serves as
the NASD's interface with the ITS, which links the national
securities exchanges.
• NYSE ru le 3 9 0 rescinded. In M ay 2000, the SEC approved
a rule change subm itted by the NYSE to rescind NYSE
rule 390. Rule 390 generally prohibits NYSE members
and their affiliates from effecting transactions in NYSElisted securities away from a national securities exchange.
The SEC intends to monitor any significant changes in the
order-routing practices of NYSE members resulting from
the rescission of Rule 390, particularly decisions to inter
nalize their customer order flow.
•

O penin g o f d a y-tra d in g accounts. In July 2000, the SEC ap
proved new rules, Rule 2360, Approval Procedures for
Day-Trading Accounts, and Rule 2361, Day-Trading Risk
Disclosure Statement, which were requested by the NASD.
The new rules apply only to firms promoting a day-trading
strategy. Firms promoting a day-trading strategy are required
to deliver a specified risk disclosure statement to a noninsti
tutional customer prior to opening an account for the cus
tomer, approve the customers account for day-trading, or
obtain a written agreement from the customer stating that
the customer does not intend to use the account for day
trading activities.

•

O ptions interm ark et linkage plan. On October 1 9 , 1999, the
SEC ordered the markets to submit a linkage plan that at a
m inim um included uniform trade-through rules and ex
panded firm quote obligations to cover agency orders pre
sented by competing exchanges. In response, the AMEX,
Chicago Board Options Exchange, Inc. (CBOE), and Inter
national Securities Exchange (ISE) filed a plan; the Pacific
Exchange, Inc., and Philadelphia Stock Exchange, Inc., each
filed separate plans. In July 2000, the SEC approved the
Joint Industry Plan: Order Approving Options Intermarket
Linkage Plan submitted by the AMEX, CBOE, and ISE,
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thus authorizing the AMEX, CBOE and ISE to act jointly to
implement an intermarket linkage as a means of facilitating a
national market system.
Proprietary Accounts of Introducing Brokers
NYSE Interpretation Memo 98-10 extends the requirement to per
form a Customer Reserve Computation with respect to proprietary
accounts of introducing brokers (PAIB accounts) carried by their
clearing brokers in order for the introducing broker to receive al
lowable asset treatment under rule 15c3-1 for proprietary assets
held at their clearing broker. The introducing broker and its clear
ing broker must agree in writing to perform the PAIB reserve cal
culation under the methodology outlined in the no action letter
attached to the Interpretation Memo.
At the November 10, 2000 meeting of the AICPA Stockbrokerage
and Investment Banking Regulatory Liaison Task Force, represen
tatives from the SEC and the NYSE expressed their expectation
that the footnotes to the financial statements of clearing brokers
will include a disclosure relating to the calculation of PAIB reserves,
and that the disclosure should state whether or not a deposit is re
quired and, if so, the amount of the required deposit and the amount
that is actually on deposit.

New Auditing and Attestation Pronouncements
What are the new auditing and attestation pronouncements that auditors
of brokers and dealers should be aware of?

Auditing Standards
In this section, we present brief summaries of auditing pronounce
ments issued since the publication of last year’s Alert. The sum
maries are for informational purposes only and should not be relied
on as a substitute for a complete reading of the applicable standard.
For a full listing and description of all new auditing and attestation
standards, see the AICPA general A udit Risk A lert 2000/01. For
information on auditing pronouncements issued subsequent to the
w riting of this Alert, please refer to the AICPA W eb site at
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www.aicpa.org/members/div/auditstd/technic.htm. You may also
look for announcements of newly issued standards in the CPA
L etter and J o u rn a l o f A ccountancy.
SAS No. 88, S ervice O rganizations a n d R ep ortin g on C onsistency
In December 1999, the AICPA Auditing Standards Board (ASB)
issued SAS No. 88, S ervice O rganizations a n d R eporting on Consis
ten cy (AICPA, P rofession a l S tandards, vol. 1, AU secs. 324 and
420). Part 1, “Service Organizations,” amends SAS No. 70, Reports
on th e P rocessing o f Transactions by S ervice O rganizations (AICPA,
P rofessional Standards, vol. 1, AU sec. 324.03 and 324.06-.10) to—
1. Clarify the applicability of SAS No. 70 by stating that the
SAS is applicable if an entity obtains services from another
organization that are part of the entity’s information system .
It also provides guidance on the types of services that would
be considered part of an entity’s information system.
2. Revise and clarify the factors a user auditor should consider
in determining the significance of a service organization’s
controls to a user organization’s controls.
3. Clarify the guidance on determining whether information
about a service organization’s controls is necessary to plan
the audit.
4. Clarify that information about a service organization’s con
trols may be obtained from a variety of sources.
5. Change the title of SAS No. 70 from R eports on th e P rocess
in g o f Transactions by S ervice O rganizations to S ervice O rga
nizations.
Part 2, “Reporting on Consistency,” amends SAS No. 1, C odifica
tion o f A uditing Standards a n d P rocedures (AICPA, Professional Stan
dards, vol. 1, AU sec. 420, “Consistency of Application of Generally
Accepted Accounting Principles”) to—
1. Conform the list of changes that constitute a change in the re
porting entity (AU sec. 420.07) to the guidance in paragraph
12 of Accounting Principles Board (APB) Opinion No. 20,
A ccounting Changes.
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2. C larify that the auditor need not add a consistency ex
planatory paragraph to the auditor’s report when a change
in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory para
graph in the auditor’s report if a pooling of interests is not ac
counted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor’s report and
consider adding a consistency explanatory paragraph to the
report if single-year financial statements that report a pool
ing of interests do not disclose combined information for
the prior year.
All of the amendments contained in SAS No. 88 were effective
upon issuance.
SAS No. 89, A ud it A d justm en ts
In December 1999, the ASB issued SAS No. 89, A udit A djustments
(AICPA, P rofession a l Standards, vol. 1, AU secs. 310, 333, and
380), which amends three SASs to establish audit requirements
designed to encourage client management to record financial state
ment adjustments aggregated by the auditor. It also clarifies man
agement’s responsibility for the disposition of financial statement
misstatements brought to its attention. SAS No. 89 amends SAS
No. 83, Establishing an U nderstanding With the Client, SAS No. 85,
M anagem ent Representations; and SAS No. 61, C om m unication With
A udit C om mittees, as follows:
1. SAS No. 83 is amended to include, in the understanding
with the client, management’s responsibility for determining
the appropriate disposition of financial statement misstate
ments aggregated by the auditor. Specifically, SAS No. 89
adds the following to the list of matters that generally are in
cluded in the understanding with the client:
Management is responsible for adjusting the financial
statements to correct material misstatements and for af
firming to the auditor in the representation letter that
the effects of any uncorrected misstatements aggregated
by the auditor during the current engagement and pertain
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ing to the latest period presented are immaterial, both in
dividually and in the aggregate, to the financial statements
taken as a whole.
2. SAS No. 85 is amended to require that the management
representation letter include an acknowledgment by man
agement that it has considered the financial statement mis
statements aggregated by the auditor during the current
engagement and pertaining to the latest period presented,
and has concluded that any uncorrected misstatements are
immaterial, both individually and in the aggregate, to the fi
nancial statements taken as a whole. It also requires that a
summary of the uncorrected misstatements be included in
or attached to the representation letter. It also amends the il
lustrative management representation letter in paragraph 6
of appendix A to SAS No. 85.
3. SAS No. 61 is amended to require the auditor to inform the
audit committee about uncorrected misstatements aggre
gated by the auditor during the current engagement and
pertaining to the latest period presented, whose effects man
agement believes are immaterial, both individually and in
the aggregate, to the financial statements taken as a whole.
These amendments are effective for audits of financial statements
for periods beginning on or after December 15, 1999, with early
adoption permitted.
SAS No. 90, A u d it C o m m ittee C om m u n ica tio n s
SAS No. 90, A udit C om m ittee C om m unications (AICPA, Professional
Standards, vol. 1, AU secs. 380 and 722), issued by the ASB in De
cember 1999, amends SAS No. 61, C om m u n ica tion W ith A udit
Committees, and SAS No. 71, Interim F inancial Inform ation (AICPA,
Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in
response to recommendation numbers 8 and 10 of the report of the
Blue Ribbon Committee on Improving the Effectiveness of Corpo
rate Audit Committees, which suggest changes to GAAS.
Among other things, the amendment to SAS No. 61 requires an
auditor to discuss with the audit committees of SEC clients certain
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information relating to the auditor’s judgments about the quality,
not just the acceptability, o f the company’s accounting principles
and underlying estimates in its financial statements. It also en
courages a three-way discussion among the auditor, management,
and the audit committee. This amendment is effective for audits
of financial statements for periods ending on or after December
15, 2000, with earlier application permitted.
The am endm ent to SAS No. 71 clarifies that the accountant
should com m unicate to the audit com m ittee or be satisfied,
through discussions with the audit committee, that matters de
scribed in SAS No. 61 have been com m unicated to the audit
committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also re
quires the accountant of an SEC client to attempt to discuss with
the audit committee the matters described in SAS No. 61 prior to
the filing of the Form 10-Q. This amendment is effective for re
views of interim financial information for interim periods ending
on or after March 15, 2000, with earlier application permitted.
SAS No. 91, F ed era l GAAP H iera rch y
In April 2000, the ASB issued SAS No. 91, F ederal GAAP H ierarchy
(AICPA, Professional Standards, vol. 1, AU sec. 411). SAS No. 91
amends SAS No. 69, The M ea n in g of Present Fairly in Conformity
W ith Generally Accepted Accounting Principles in th e In depen den t
A u d itors R eport (AICPA, P rofession al S tandards, vol. 1, AU sec.
411), to establish a hierarchy of accounting principles for federal
governmental entities. SAS No. 91 became effective upon issuance.
SAS No. 92, A u d itin g D eriva tive Instrum ents, H ed gin g A ctivities,
a n d In v estm en ts in S ecu rities
The ASB issued SAS No. 92, A uditing D erivative Instruments, H edg
in g Activities, a n d Investm ents in Securities (AICPA, Professional Stan
dards, vol. 1, AU sec. 391), that will assist auditors with planning
and performing auditing procedures for financial statement asser
tions about derivative instruments, hedging activities, and invest
ments in securities. The guidance in SAS No. 92, which supersedes
SAS No. 81, A uditing Investm ents, (AICPA, Professional Standards,
vol. 1, AU sec. 332), applies to—
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• Derivative instruments, as that term is defined in Financial
Accounting Standards Board (FASB) Statement No. 133,
A ccounting f o r D erivative Instrum ents a n d H edging Activities.
•

Hedging activities in which the entity designates a deriva
tive or a nonderivative financial instrument as a hedge of
exposure for which FASB Statement No. 133 permits
hedge accounting.

•

Debt and equity securities, as those terms are defined in
FASB Statement No. 115, A cco u n tin g f o r C ertain In vest
m ents in D ebt a n d E quity Securities.

A discussion of the matters addressed by SAS No. 92 is included
in “Auditing Derivatives” in the “Audit Issues and Developments”
section of this Alert.
SAS No. 93, O m n ibu s S ta tem en t o n A u d itin g S tandards—2000
Issued in October 2000, SAS No. 93, O m nibus S tatem ent on A udit
in g Standards—
1. Withdraws SAS No. 75, E ngagem ents to Apply A greed-U pon
P rocedures to S pecified Elements, Accounts, or Item s o f a F inan
cia l S tatem ent (AICPA, Professional Standards, vol. 1, AU sec.
622). The guidance in SAS No. 75 will be incorporated in
SSAE No. 10, A ttestation Standards: R evision a n d R ecodifica
tion, to consolidate the guidance on agreed-upon procedures
engagements in professional standards. The withdrawal of
SAS No. 75 is concurrent with the effective date of SSAE
No. 10, scheduled to be issued in January 2001. The guid
ance in SSAE No. 10 on agreed-upon procedures engage
ments is effective when the subject matter or assertion is as
of or for a period ending on or after June 1, 2001, with ear
lier application permitted.
2. Amends SAS No. 58, R eports on A u d ited F in a n cia l S tate
m ents (AICPA, Professional Standards, vol. 1, AU sec. 508),
to include an identification in the auditor’s report of the
country of origin of the accounting principles used to pre
pare the financial statements and the auditing standards that
the auditor followed in performing the audit.
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This amendment withdraws Auditing Interpretation No. 13,
“Reference to Country of Origin in the Auditor's Standard
Report.” (AICPA, P rofession a l Standards, vol. 1, AU sec.
9508.53-.55). This amendment is effective for reports issued
or reissued on or after June 30, 2001. Earlier application is
permitted.
3. Amends SAS No. 84, C om m unications B etw een P redecessor
a n d Successor Auditors, to clarify the definition of a predeces
sor auditor. This amendment is effective for audits of finan
cial statements for periods ending on or after June 30, 2001.
Earlier application is permitted.
Auditing Interpretations
Seven new Auditing Interpretations were issued since the publication
of last year’s Audit Risk Alert:
1. Interpretation No. 3, “Responsibilities of Service Organiza
tions and Service Auditors W ith Respect to Information
About the Year 2000 Issue in a Service Organizations De
scription of Controls,” of SAS No. 70, S ervice O rganizations
(AICPA, Professional Standards, vol. 1, AU sec. 9324.19—.31).
2. Interpretation No. 13, “Reference to Country of Origin in
the Auditors Standard Report,” of SAS No. 38, Reports on
A udited F inancial Statem ents (AICPA, P rofessional Standards,
vol. 1, A U sec. 9508.53-.55).6
3. Interpretation No. 7, “Managements and Auditors Respon
sibilities W ith Regard to Related Party Disclosures Prefaced
by Terminology Such As ‘Management Believes T hat,’” of
SAS No. 45, R elated Parties (AICPA, P rofessional Standards,
vol. 1, AU sec. 9334.22-.23).
4. Interpretation No. 1, “The Meaning of the Term M isstate
m ent of SAS No. 47, A udit Risk a n d M ateriality in C onduct

6. W ithdrawn by SAS No. 93. See the discussion “SAS No. 93, Omnibus Statem ent on
A uditing Standards— 2 0 0 0 ”in this section o f this Audit Risk Alert for further in
formation.
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in g an A udit (AICPA, P rofessional Standards, vol. 1, AU sec.
9312.01-.04)
5. Interpretation No. 2, “Evaluating Differences in Estimates”
of SAS No. 47, A udit Risk a n d M ateriality in C on d u ctin g an
A ud it (AICPA, P ro fessio n a l S ta n d a rd s, vol. 1, AU sec.
9312.05-.09)
6. Interpretation No. 3, “Quantitative Measures of Materiality
in Evaluating Audit Findings” of SAS No. 47, A udit Risk a n d
M a teria lity in C o n d u ctin g an A udit (AICPA, P rofession a l
Standards, vol. 1, AU sec. 9312.10-.14)
7. Interpretation No. 4, “Considering the Qualitative Charac
teristics of Misstatements” of SAS No. 47, A udit Risk a n d
M a teria lity in C o n d u ctin g an A udit (AICPA, P rofession a l
Standards, vol. 1, AU sec. 9312.15-.17)
Auditing Interpretations are issued by the Audit Issues Task Force
(AITF) of the ASB to provide timely guidance on the application
of auditing pronouncements. Interpretations are reviewed by the
ASB. An Interpretation is not as authoritative as a pronounce
ment of the ASB. Nevertheless, auditors may have to justify a de
parture from an Interpretation if the q uality of their work is
questioned.
Help Desk—The full text of recently issued Auditing Interpreta
tions can be obtained on the AICPA Web site at www.aicpa.org/
members/div/auditstd/announce/index.htm.
New Attestation Standard
SSAE No. 10, A ttestation Standards: R evision a n d R ecod ifica tion
The ASB expects to issue SSAE No. 10, A ttestation Standards: Re
vision a n d R ecod ification in January 2001. SSAE No. 10 does the
following:
• Changes the title of AT section 101 to A ttest E ngagem ents.
•

Changes the definition of an attest engagement into a state
ment of applicability of the standard, as follows:
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This statement applies to engagements in which a certi
fied public accountant in the practice of public account
ing (hereinafter referred to as a practitioner) is engaged to
issue or does issue an examination, a review or an agreedupon procedures report on subject matter, or an assertion
about the subject matter, that is the responsibility of an
other party.
•

Revises the third general standard to focus on the essential
elements of criteria: the criteria must be suitable and must
be available to users. The subject matter also must be capa
ble of reasonably consistent evaluation against the criteria.

• Enables true direct reporting on subject matter by eliminat
ing the requirement to make reference to the assertion in the
practitioner s report.
•

Provides expanded guidance on the circumstances in which
the use of attest reports should be restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

The new standard also revises and renumbers the AT sections as
follows:

N ew
A T section

E xisting
A T section
100

A g re e d -U p o n P rocedures E ngagem ents

101
201

600

Fin an cial Forecasts a n d P rojections

301

200

R ep o rtin g o n Pro F o rm a F in an cial In fo rm a tio n

401

300

501
601
701

400
500
700

A tte s t E ngagem ents

R ep o rtin g o n an E n tity’s In tern al C o n tro l O v e r
F inancial R ep o rtin g
C o m p lia n c e A tte sta tio n
M an ag em en t's D iscussion an d A n alysis

The new SSAE also eliminates the requirement in AT section 201,
A greed-Upon P rocedures Engagements, for the practitioner to obtain a
written assertion in an agreed-upon procedures attest engagement.
It also incorporates changes needed as a result of the withdrawal of
SAS No. 75, E ngagements to Apply A greed-Upon P rocedures to Speci-
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f i e d Elements, Accounts, o r Item s o f a F inancial Statement. That with
drawal is reflected in SAS No. 93, O m nibus S tatem ent on A uditing
Standards—2000.
SSAE No. 10 is effective when the subject matter or assertion is as
of or for a period ending on or after June 1, 2001. Early application
is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to
understand and apply the provisions of SSAE No. 10. It is ex
pected to become available during the first quarter of 2001.
For a discussion of the outstanding ASB exposure drafts, see the
discussion titled “ASB Exposure Drafts” in the “On the Horizon”
section of this Audit Risk Alert.
Executive Summary— New Auditing and Attestation Pronouncements
• In December 1999, the ASB issued SAS No. 88, Service Organizations
and Reporting on Consistency. Part 1, “Service Organizations,” amends
SAS No. 70, Reports on the Processing o f Transactions by Service Orga
nizations. Part 2, “Reporting on Consistency,” amends SAS No. 1,
Codification o f Auditing Standards and Procedures.
• In December 1999, the ASB issued SAS No. 89, Audit Adjustments,
which amends three SASs to establish audit requirements designed
to encourage client management to record financial statement ad
justments aggregated by the auditor.
• In December 1999, the ASB issued SAS No. 90, Audit Committee
Communications. SAS No. 90 revises SAS No. 61, Communication
With Audit Committees and SAS No. 71, Interim Financial Information.
• The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities, that will assist auditors with
planning and performing auditing procedures for financial statement
assertions about derivative instruments, hedging activities, and invest
ments in securities.
• The ASB issued SAS No. 93, Omnibus Statement on Auditing Stan
dards—2000.
• SSAE No. 10 is expected to be issued in January 2001.
• Seven new Auditing Interpretations have been issued since the pub
lication of last year’s Audit Risk Alert.
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Audit Issues and Developments
Auditing Derivatives
What guidance is available for auditing derivative instruments?

The topic of derivatives takes center stage this year, from both the
accounting and auditing perspectives. FASB Statement No. 133,
A ccou n tin g f o r D eriv a tive In stru m en ts a n d H ed gin g A ctivities (as
amended), issued in June 1998, became effective for all fiscal quar
ters of all fiscal years beginning after June 15, 2000. In September
of this year, the ASB issued SAS No. 92, A uditing D erivative Instru
ments, H edging Activities, a n d Investm ents in Securities. SAS No. 92,
which will supersede SAS No. 81, A uditing Investm ents, is effective
for audits of financial statements for fiscal years ending on or after
June 30, 2001. Early application of the SAS is permitted.
Guidance for Auditors
SAS No. 92 provides guidance for auditors in planning and per
forming auditing procedures for financial statement assertions
about derivative instruments, hedging activities, and investments
in securities. The guidance in the SAS applies to (1) derivative in
struments, as defined by FASB Statement No. 133; (2) hedging
activities in which the entity designates a derivative or a non
derivative financial instrument as a hedge of exposure for which
FASB Statement No. 133 permits hedge accounting; and (3) debt
and equity securities, as those terms are defined in FASB Statement
No. 115, A ccou n tin g f o r C ertain In vestm en ts in D ebt a n d E quity
Securities. The matters addressed by SAS No. 92 include—
•

The n eed f o r sp ecia l skills o r k now ledge. Auditors may need
special skills or knowledge to plan and perform procedures
for certain assertions about derivatives and securities, such
as the ability to identify a derivative that is embedded in a
contract or agreement.

•

C onsideration o f a u d it risk a n d m ateriality. SAS No. 92 of
fers examples of factors that affect inherent risk (that is, the
susceptibility of an assertion to a material misstatement,
assuming there are no related controls) for assertions about
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derivatives or securities. Such factors include the complexity
of the features of the derivative or security, or the entity’s ex
perience with the derivative or security. The SAS also discusses
control risk (that is, the risk that a material misstatement that
could occur in an assertion will not be prevented or detected
on a timely basis by an entity’s internal control) assessment.
• D esigning substantive p roced u res based on risk assessment. Au
ditors assess inherent and control risk for assertions about
derivatives and securities to determine the nature, timing,
and extent of the substantive procedures to be performed.
Substantive procedures for derivatives and securities should
address the five categories of assertions presented in SAS No.
31, E vidential M atter (AICPA, P rofessional Standards, vol. 1,
AU sec. 326):
1. E x istence o r o ccu r r e n ce — Existence assertions address
whether the derivatives and securities reported in the fi
nancial statements exist at the balance sheet date. Oc
currence assertions address w hether derivatives and
securities transactions reported in the financial state
ments (as a part of earnings, other comprehensive in
come, or cash flows) occurred.
2. C om pleteness—Completeness assertions address whether
all of the entity’s derivatives and securities and the related
transactions are reported in the financial statements.
3. R igh ts a n d o b liga tio n s—Assertions about rights and
obligations address whether the entity has the rights
and obligations associated with derivatives and securi
ties reported in the financial statements.
4. Valuation—Assertions about the valuation of derivatives
and securities address whether the amounts reported in the
financial statements were determined in conformity with
generally accepted accounting principles (GAAP). GAAP
may require that a derivative or security be valued based on
cost, the investee’s financial results, or fair value. Also,
GAAP for securities may vary depending on the type of se
curity, the nature of the transaction, management’s objec
tives related to the security, and the type of entity.
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5. Presentation a n d disclosure—Assertions about presentation
and disclosure address whether the classification, descrip
tion, and disclosure of derivatives and securities in the en
tity’s financial statements are in conformity with GAAP.
SAS No. 92 also discusses hedging activities and management
representation issues.
An Audit Guide to complement the SAS has been developed by
the ASB that is expected to be available in January 2001. The
Guide provides practical guidance for implementing the SAS in
all types of audit engagements. The objective of the Guide is both
to explain SAS No. 92 and to provide practical illustrations
through the use of case studies.
The Guide will include an overview of derivatives and securities,
and the general accounting considerations for them, as well as case
studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put
options to hedge available-for-sale securities, separately accounting
for a derivative embedded in a bond, the use of interest rate swaps
to hedge existing debt, the use of foreign-currency put options to
hedge a forecasted sale denominated in a foreign currency, chang
ing the classification of a security to held-to-maturity, control risk
considerations when service organizations provide securities ser
vices, inherent and control risk assessment, and designing substan
tive procedures based on risk assessments. See the “Resource
Central” section of this Audit Risk Alert for order information.
E-Business, Including Online Trading
What are some of the audit considerations in an e-business environment?

The growth of the e-business environment has been rapid and
widespread, and particularly so in the securities industry. Advan
tages in adopting an e-business strategy can include an increase in
market reach to customers beyond traditional borders, and lower
transaction costs. The adoption of e-business strategies can be
seen in the securities industry, for example, with the number of
discount, as well as full-service brokerage firms, offering online
brokerage accounts to their customers.
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The “Economic and Industry Developments” section of this Alert
discusses the continuing rapid growth in the number of online bro
kerage accounts in the United States. Online brokerage can provide
customers with services, including access to research reports and
other analytical tools, access to market data, and the ability to trade
online. For both online and traditional trades, an order is entered
into the computer system, which then transmits it to an exchange
or NASDAQ for execution. In an online trade, unlike a traditional
trade, the customer, instead of the broker, types in the order.
W hen conducting transactions in an online environment, key
audit evidence in electronic form may not be available for an indef
inite amount of time, and therefore, may not be available after the
client’s fiscal year end. Physical evidence found in a traditional
paper-based environment may not be found in an online environ
ment. The electronic evidence may also be in a form that may re
quire specialized skills to access, understand, and interpret.
W hat are some of the professional standards that may take on in
creased importance in an e-business environment?
• SAS No. 31, E vidential M atter, as amended by SAS No. 80.
SAS No. 31, as amended, provides guidance to auditors who
have been engaged to audit financial statements of an entity
that transmits, processes, maintains, or accesses significant
information electronically. SAS No. 31, as amended, states
that the auditor's specific objectives are the same whether in
formation is processed manually or electronically. The meth
ods of applying audit procedures to gather evidence may be
influenced by the method of processing. In entities in which
significant information is transm itted, processed, m ain
tained, or accessed electronically, the auditor may determine
that it is neither practical or possible to reduce the detection
risk to an acceptable level by performing only substantive
tests for one or more financial statement assertions. For ex
ample, the potential for the improper initiation or alteration
of information to occur and not be detected may be greater
if information is produced, maintained, or accessed only in
electronic form. In such circumstances, the auditor should
perform tests of controls to gather evidential matter to use in
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assessing control risk or considering the effect of the audi
tor's report. The SAS also states that in certain entities, some
of the accounting data and corroborating evidential matter
are available only in electronic form. Certain electronic evi
dence m ay exist at a certain point in time. Such evidence
may not be retrievable after a specified period of time if files
are changed and backup files do not exist. Therefore, the au
ditor should consider the time during which information
exists or is available in determining the nature, timing, and
extent of the auditor's substantive tests, and if applicable,
tests of controls.
•

SAS No. 55, C onsideration o f In tern al C ontrol in a F inancial
S tatem ent Audit. Auditors should consider the guidance in
SAS No. 55. As discussed in SAS No. 55, control risk may
be affected by such factors as new or revamped informa
tion systems, rapid growth, new technologies and other
circumstances.7

•

SAS No. 73, U sing th e Work o f a S pecialist (AICPA, P rofes
sion a l Standards, vol. 1, AU 336). The technological skills
required to fully understand the operations of an e-busi
ness and the manner in which the business is transacted
may be highly specialized. W hile an auditor m ay have the
requisite skill set to address the issues that arise in an ebusiness environment, some additional training may be re
quired, and in some cases the use of a technology specialist
may be advisable. SAS No. 73 provides guidance to the au
ditor who uses the work of a specialist in performing an
audit in accordance with GAAS.

•

SAS No. 82, C onsideration o f F rau d in a F in a n cia l State
m en t A udit (AICPA, P rofessional Standards, vol. 1, AU sec.
316). SAS No. 82 provides guidance to auditors in fulfill
ing their responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether caused

7. See “ASB Exposure Drafts” in the “On the Horizon” section o f the Audit Risk Alert
for a discussion o f the ASB Exposure Draft that w ould amend SAS No. 55.
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by error or fraud. This SAS suggests, among other matters, a
number of fraud risk factors relating to misstatements aris
ing from fraudulent financial reporting. Some of these fac
tors m ay be particularly relevant to e-business entities.
Help Desk—Look for the newly introduced Audit Risk Alert
E-Business Industry Developments—2000/01 for comprehensive
discussions of the considerations unique to the e-business environ
ment. Also, further information on implementing SAS No. 82 is
available in the AICPA publication Considering Fraud in a Finan
cial Statement Audit: Practical Guidance fo r Applying SAS No. 82.
This publication provides an in-depth understanding of SAS
No. 82, supplemented by practice aids and examples including
common fraud schemes and expanded audit procedures; sample
engagement letters, representation letters, and workpaper docu
mentation; and industry-specific fraud risk factors and guidance
for several specialized industries, including brokers and dealers in
securities. See the “Resource Central” section of this Audit Risk
Alert for information on ordering AICPA publications.
Executive Summary— E-Business, Including Online Trading
• The growth of the e-business environment has been rapid and wide
spread, and particularly so in the securities industry.
• The newly introduced Audit Risk Alert E-Business Industry Develop
ments—2000/01 has comprehensive discussions of the considerations
unique to the e-business environment.
Accounting Estimates
As discussed in Chapter 5, “Auditing Considerations,” in the Audit
and Accounting Guide Brokers a n d D ealers in Securities, as part of
the scope of audit procedures performed, the auditor should be
aware that certain areas of an audit of broker-dealers’ operations
require estimates that may be material in the preparation and pre
sentation of the broker-dealer's financial statements. For example,
financial statements m ay reflect reserves for undermargined, un
dersecured, or partially secured customer receivables, or receivables
from other broker-dealers; reserves for exposure for litigation con
tingencies associated with investment banking underwriting deals;
or exchange membership valuation.
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An accounting estimate is an approximation of a financial state
ment element, item, or account. It is the responsibility of the bro
ker-dealer’s management to prepare estimates for the financial
statements. The auditor is responsible for evaluating the reason
ableness of accounting estimates made by management in the con
text of the financial statements taken as a whole. SAS No. 57,
A uditing A ccounting Estimates (AICPA, P rofessional Standards, vol.
1, AU sec. 342), provides guidance on obtaining and evaluating
sufficient, competent evidential matter in support of accounting
estimates included in the financial statements.
As estimates are based on subjective as well as objective factors, it
may be difficult for management to establish controls over them.
Even when management’s estimation process involves competent
personnel using relevant and reliable data, there is potential for
bias in the subjective factors. Accordingly, when planning and
performing procedures to evaluate accounting estimates, auditors
should consider, with an attitude of professional skepticism, both
the subjective and objective factors.
In evaluating the reasonableness of an estimate, auditors normally
concentrate on key factors and assumptions that are—
•

Significant to the accounting estimate.

•

Sensitive to variations.

•

Deviations from historical patterns.

• Subjective and susceptible to misstatement and bias.
In evaluating reasonableness, the auditor should obtain an under
standing of how management developed the estimate. In many sit
uations, the auditor assesses the reasonableness of an accounting
estimate by performing procedures to test the process used by man
agement to make the estimate.
AICPA 2000 Audit and Accounting Guide Brokers and Dealers

in Securities
The 2000 edition of the AICPA Audit and Accounting Guide Bro
kers a n d D ealers in Securities, with conforming changes as of M ay 1,
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2000 (the Guide), has been updated to reflect the issuance of re
cently issued authoritative pronouncements. The AICPA Audit and
Accounting Guide Brokers a n d D ealers in Securities, with conform
ing changes as of M ay 1, 2000, is available through the AICPA’s
looseleaf subscription service. Paperback editions of Audit and Ac
counting Guides as they appear in the service are printed annually.
Help Desk—Copies of the Guide may be obtained by calling
the AICPA Order Department (Member Satisfaction) at (888)
777-7077 or faxing a request to (800) 362-5066.
Impact of New Accounting Pronouncements
M any broker-dealers w ill be im plem enting new financial ac
counting standards that can have a significant impact on their ac
counting procedures and financial statem ents, such as FASB
Statement Nos. 133, A ccou n tin g f o r D eriv a tive In stru m en ts a n d
H ed gin g A ctivities; and 140, Transfers a n d S ervicin g o f F in a n cia l
Assets a n d E xtinguishm ents o f L iabilities. (See the related discus
sions in the “Accounting Issues and Developments” section of
this Audit Risk Alert.) SAS No. 55, C onsideration o f In tern a l C on
tro l in a F in a n cia l S tatem en t A udit, as amended, provides guid
ance on the independent auditor’s consideration o f internal
control in planning the audit of financial statements in accor
dance with GAAS, including a discussion of the entity’s risk as
sessment for financial reporting purposes. Risks relevant to
financial reporting include external and internal events and cir
cumstances that may occur and adversely affect an entity’s ability
to record, process, summarize, and report financial data consis
tent w ith the assertions of m anagement in the financial state
ments. Risks can arise or change due to circumstances such as,
among other circumstances, the adoption of new accounting pro
nouncements or changing accounting principles. Auditors should
obtain a sufficient knowledge of the client’s risk assessment
process to understand how management considers risks relevant
to financial reporting objectives and decides how to address those
risks, and be alert to the implications on the internal control of
the client. Also, see the related discussion “Auditing Derivatives”
in this section of this Audit Risk Alert.
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PITF Practice Alerts
The Professional Issues Task Force (PITF), established by the SEC
Practice Section (SECPS) Executive Committee, formulates guid
ance based on issues arising in litigation, peer reviews, and firm in
spections to facilitate the resolution of emerging audit practice
issues. This guidance takes the form of Practice Alerts. These Prac
tice Alerts—which are based on existing audit literature, the profes
sional experience of the members of the PITF, and information
provided by SECPS member firms—provide auditors with infor
mation that may help them improve the efficiency and effective
ness of their audits. The information contained in the Practice
Alerts is nonauthoritative. It represents the views of the members of
the PITF and does not represent official positions of the AICPA.
As of the writing of this A udit Risk Alert, four new Practice Alerts
were issued in 2000:
• Practice Alert No. 00-4, Q u a rterly R eview P roced u res f o r
P u blic C om panies
•

Practice Alert No. 00-3, A uditing C onstruction C ontracts

• Practice Alert No. 00-2, Q uality o f A ccou n tin g P rinciples—
G uidance f o r D iscussion w ith A udit C om m ittees
• Practice Alert No. 00-1, A ccounting f o r Certain Equity Trans
actions
Additional discussion and a listing of recently and previously issued
Practice Alerts is available on the AICPA Web site at www.aicpa.org/
members/div/secps/lit/practice.htm.
Value of Commodity Exchange Memberships
What are the audit issues relating to the value of commodity exchange
memberships?

During the past year, the value of U.S. commodity exchange mem
berships continued to fluctuate. Although declines in the value of
exchange memberships do not affect regulatory net capital, because
exchange memberships are excluded from the net capital calcula
tion, such declines continue to raise concerns about the value of
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such assets reported in financial statements prepared in accordance
with GAAP.
W hen addressing valuations of exchange memberships, auditors
should evaluate management’s consideration of FASB Statement
No. 121, A ccounting f o r the Im pairm ent o f L ong-L ived Assets a n d f o r
L ong-L ived Assets to be D isposed O f FASB Statement No. 121 states
in part that a significant decrease in the market value of an asset in
dicates that the recoverability of the carrying value of that asset
should be assessed. It further states that quoted market prices in ac
tive markets are the best evidence of fair value and should be used
as the basis of measurement, if available. Exchange memberships
are bought and sold continuously. Paragraph 7.34 of the AICPA
Audit and Accounting Guide Brokers and Dealers in Securities
states that exchange memberships owned by a broker-dealer and
held for operating purposes should be valued at cost or at a lesser
amount if there is an other-than-temporary impairment in value.
The AICPA Practice Aid Audits o f Futures C om mission M erchants,
In tro d u cin g Brokers, a n d C om m odity Pools describes the same ac
counting treatment. In light of the volatility in the prices of ex
change memberships, the auditor m ay wish to consider whether
management has valued them correctly. Recent membership sales
prices are available from each exchange.
Money Laundering Activities8
What is money laundering?

Money laundering is the funneling of cash or other funds generated
from illegal activities, often through legitimate financial institutions
or businesses to conceal the initial source of the funds. Money
laundering is a global activity and, like the illegal activities that give
it sustenance, it seldom respects local, national, or international
boundaries. Current estimates of the size of the global annual “gross
money laundering product” range from $500 billion to $1 trillion.9
8. This section o f the A lert was drafted after consultation w ith the U .S. Department
o f Treasury.
9. By definition, m oney launderers are in the business o f cloaking their activities and
revenue, making this approximation difficult.
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Criminals use a wide variety of financial institutions and profes
sional advisers to launder the proceeds of crime, and according to
the U.S. Department of the Treasury, brokers and dealers in secu
rities may also be vulnerable. The evolving dynamics of the indus
try— mergers and acquisitions, broader product lines, new
technologies, and new distribution channels— generate important
business opportunities, but they also generate risks for securities
firms and their auditors, including increased vulnerability to
money laundering. As these industry trends continue, as money
launderers increasingly look for a wide range of financial services
and conservative, legitim ate-appearing asset holdings, and as
greater regulatory requirements for banks and other nonbank fi
nancial institutions make it more difficult for them to evade de
tection, the securities industry m ay become more attractive to
money launderers.
W hile money laundering activity and methods become increasingly
complex and ingenious, its “operations” tend to consist of three
basic stages or processes—placement, layering, and integration.
P la cem en t is the process of transferring the actual criminal pro
ceeds, whether in cash or in any other form, into the financial
system in such a manner as to avoid detection by financial insti
tutions and government authorities. Money launderers pay care
ful attention to national laws, regulations, governance, trends,
and law-enforcement strategies and techniques to keep their pro
ceeds concealed, their methods secret, and their identities and
professional resources anonymous. A common placement tech
nique is the structuring10 of cash deposits into legitimate finan
cial institution accounts, converting cash into other m onetary
instruments or money transfers, and using these instruments to
conduct transactions through a securities brokerage firm. An
other important placement technique is customers’ making large
deposits and investments with laundered proceeds in the form of
monetary instruments, bearer securities, or third-party checks.

10. Structuring means breaking up large amounts o f currency into smaller amounts to
conduct transactions in such a manner as to avoid currency reporting or other BSA
requirements.
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L ayering is the process of generating a series of or layers of transac
tions to distance the proceeds from their illegal source and to ob
fuscate the audit trail in doing so. Common layering techniques
include electronic funds transfers, often directly or subsequently
transacted with a “bank secrecy haven” or a jurisdiction with lax
recordkeeping and reporting requirements; withdrawals of alreadyplaced deposits in the form of highly liquid monetary instruments,
such as money orders and travelers checks; and requests for account
transfers or checks made payable to third parties with whom the ac
count holder appears to have no obvious relationship.
In tegra tio n , the final money laundering stage, is the unnoticed
reinsertion of successfully laundered, untraceable proceeds into
an economy. This is accom plished through a w ide variety of
spending, investing, and lending techniques and cross-border,
legitimate-appearing transactions.
Money launderers tend to use the victimized business entity as a con
duit for illicit funds that need to be distanced from their source as
quickly as possible in an undetected manner. Consequently, money
laundering is less likely to be detected in a financial statement audit
than other types of illegal activities. In addition, money laundering
activity is more likely to cause assets to be overstated rather than un
derstated, with shorter term fluctuations in account balances rather
than cumulative changes. Money laundering is considered to be an
illegal act which will often have an indirect effect on financial state
ment amounts under SAS No. 54, Illega l Acts by Clients (AICPA,
Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, the
auditor should be aware of the possibility that such illegal acts may
have occurred. If specific information comes to the auditor's atten
tion that provides evidence concerning the existence of possible ille
gal acts that could have a material indirect effect on the financial
statements, the auditor should apply audit procedures specifically di
rected to ascertaining whether an illegal act has occurred.
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Auditors should also note that laundered funds and their pro
ceeds could be subject to asset seizure and forfeiture (claims) by
law enforcement agencies that could result in material contingent
liabilities during prosecution and adjudication of cases.
In June 2000, the OECD’s Paris-based Financial Action Task Force
(FATF), the worlds anti-money laundering watchdog intergovern
mental organization, issued a R eview to Id en tify N on-C ooperative
C ountries or Territories, expressly identifying fifteen governments as
non-cooperative with other countries and jurisdictions in com
bating money laundering. Subsequently, in July, the U.S. Treasury
Department followed suit with a series of Financial Crimes Enforce
ment Network (FinCEN) country advisories which asked U.S.
banks and other financial institutions to pay closer attention to trans
actions linked to these countries.
A description of Federal regulations pertaining to money launder
ing appears in appendix A, titled “Federal Regulations Related to
Money Laundering,” of this Audit Risk Alert.
Executive Summary— Money Laundering Activities
• Money laundering is a global activity in which cash or other funds from
illegal activities are funneled through legitimate businesses to conceal
the initial source of funds.
• Money laundering usually results in large amounts of illicit proceeds
that need to be distanced from their source as quickly as possible and
is less likely to be detected in a financial statement audit than other
types of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal
act with an indirect effect on financial statement amounts. The au
ditor does not have a detection responsibility for such illegal acts.
However, auditors should be aware of the possibility that such ille
gal acts may have occurred and the potential risk to the subject of
the audit.
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Accounting Issues and Developments11
Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities
What are the requirements of the new FASB Statement No. 140,
A c co u n tin g fo r Transfers and S e rv ic in g of Finan cial A ssets and
E xtinguish m ents of L ia b ilitie s ?

In September 2000, the FASB issued FASB Statement No. 140,
A ccou n tin g f o r Transfers a n d S ervicin g o f F in a n cia l Assets a n d Ex
tinguishm ents o f Liabilities. FASB Statement No. 140 replaces FASB
Statement No. 125, A ccounting f o r Transfers a n d S ervicing o f F inancial
Assets a n d Extinguishments o f Liabilities. It revises the standards for ac
counting for securitizations and other transfers of financial assets and
collateral and requires certain disclosures, but it carries over most of
FASB Statement No. 125’s provisions without reconsideration.
FASB Statement No. 140 provides accounting and reporting stan
dards for transfers and servicing of financial assets and extinguish
ments of liabilities. Those standards are based on consistent
application of a financial-components approach that focuses on
control. Under that approach, after a transfer of financial assets, an
entity recognizes the financial and servicing assets it controls and
the liabilities it has incurred, derecognizes financial assets when
control has been surrendered, and derecognizes liabilities when ex
tinguished. FASB Statement No. 140 provides consistent standards
for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.
FASB Statement No. 140 provides implementation guidance for
assessing isolation of transferred assets, conditions that constrain
a transferee, conditions for an entity to be a qualifying special pur

11. Readers should refer to the full text o f the accounting pronouncements and SEC re
leases that are discussed in this section o f the Audit Risk Alert. Readers should also be
alert for updates to the topics discussed in this section o f this Alert, and for other recent
Financial Accounting Standards Board (FASB) and SEC developments. Further in
form ation related to FASB projects can be obtained from the FASB W eb site at
www.fa sb.org. Further information related to SEC rules and releases can be obtained
from the SEC Web site at www.sec.gov.
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pose entity (SPE), accounting for transfers of partial interests, mea
surement of retained interests, servicing of financial assets, securiti
zations, transfers of sales-type and direct financing lease receivables,
securities lending transactions, repurchase agreements including
dollar rolls, wash sales, loan syndications and participations, risk par
ticipations in bankers acceptances, factoring arrangements, transfers
of receivables with recourse, and extinguishments of liabilities. This
Statement also provides guidance about whether a transferor has re
tained effective control over assets transferred to qualifying SPEs
through removal-of-accounts provisions, liquidation provisions, or
other arrangements.
In addition to replacing FASB Statement No. 125, FASB State
ment No. 140 rescinds FASB Statement No. 127, D eferral o f the
E ffective D ate o f C ertain Provisions o f FASB S tatem ent No. 125, and
carries forward the actions taken by FASB Statement No. 125.
FASB Statement No. 140 is effective for transfers and servicing of
financial assets and extinguishments of liabilities occurring after
March 31, 2001. FASB Statement No. 140 is effective for recog
nition and reclassification of collateral and for disclosures relating
to securitization transactions and collateral for fiscal years ending
after December 15, 2000. Disclosures about securitization and
collateral accepted need not be reported for periods ending on or
before December 15, 2000, for which financial statements are
presented for comparative purposes. FASB Statement No. 140 is
to be applied prospectively with certain exceptions. Other than
those exceptions, earlier or retroactive application of its account
ing provisions is not permitted.
The FASB staff is preparing a new Special Report, A G uide to Im 
p lem en ta tio n o f S tatem ent No. 140 on A ccou n tin g f o r Transfers a n d
S e r v icin g o f F in a n cia l Assets a n d E x tin gu ishm en ts o f L ia bilities:
Q uestions a n d A nswers that will be an updated version of its earlier
Special Report about FASB Statement No. 125, the third edition
of which was published in July 1999.
Also, the FASB Web site at www.fasb.org has a cross-reference table
that shows what has happened to each paragraph of FASB State
ment No. 125.
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Derivatives and Hedging Activities
What are some of the recent developments affecting the accounting for
derivatives and hedging activities?

FASB Statement No. 133, A ccounting f o r D erivative Instrum ents a n d
H edging A ctivities, establishes accounting and reporting standards
for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives),
and for hedging activities. It requires that an entity recognize all de
rivatives as either assets or liabilities in the statement of financial po
sition and measure those instruments at fair value. If certain
conditions are met, a derivative may be specifically designated as (a)
a hedge of the exposure to changes in the fair value of a recognized
asset or liability or an unrecognized firm commitment, (b) a hedge
of the exposure to variable cash flows of a forecasted transaction, or
(c) a hedge of the foreign currency exposure of a net investment in a
foreign operation, an unrecognized firm commitment, an availablefor-sale security, or a foreign-currency-denominated forecasted
transaction. The accounting for changes in the fair value of a deriv
ative (that is, gains and losses) depends on the intended use of the
derivative and the resulting designation. FASB Statement No. 133
also contains extensive disclosure requirements.
FASB Statement No. 133 was amended as a result of the issuance
of FASB Statement Nos. 137, A ccounting f o r D erivative Instrum ents
a n d H edging A ctivities—D eferral o f th e E ffective D ate o f FASB State
m en t No. 133, and 138, A ccounting f o r C ertain D erivative Instru
m en ts a n d C ertain H ed gin g A ctivities—a n a m en d m en t o f FASB
S tatem en t No. 133. Among other matters, FASB Statement No.
137, which became effective upon issuance in June 1999, defers
the effective date of FASB Statement No. 133 to all fiscal quarters
of fiscal years beginning after June 15, 2000. Among other matters,
FASB Statement No. 138 amends the accounting and reporting
standards of FASB Statement No. 133 for certain derivative instru
ments and certain hedging activities as follows:
• The normal purchases and normal sales exception in para
graph 10(b) m ay be applied to contracts that im plicitly or
explicitly permit net settlement, as discussed in paragraphs
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9(a) and 57(c)(1), and contracts that have a market mech
anism to facilitate net settlement.
• The specific risks that can be identified as the hedged risk
are redefined so that in a hedge of interest rate risk, the risk
o f changes in the benchm ark interest rate would be the
hedged risk.
• Recognized foreign-currency-denominated assets and liabili
ties for which a foreign currency transaction gain or loss is rec
ognized in earnings under the provisions of paragraph 15 of
FASB Statement No. 52, Foreign C urrency Translation, may be
the hedged item in fair value hedges or cash flow hedges.
•

Certain intercompany derivatives may be designated as the
hedging instruments in cash flow hedges of foreign currency
risk in the consolidated financial statements if those inter
company derivatives are offset by unrelated third-party con
tracts on a net basis.

FASB Statement No. 138 also amends FASB Statement No. 133
for decisions made by the FASB relating to the Derivatives Imple
mentation Group (DIG) process. Certain decisions arising from
the DIG process that required specific amendments to FASB State
ment No. 133 are incorporated in FASB Statement No. 138.
The FASB released the publication A ccounting f o r D erivative Instru
m ents a n d H edging Activities. This publication contains a version of
FASB Statement No. 133 that incorporates the amendments con
tained in FASB Statement Nos. 137 and 138, and the full text of is
sues that have been discussed by the DIG and cleared by the FASB
through September 25, 2000.
FASB Interpretation No. 44, Accounting for Certain Transactions

involving Stock Compensation
What are the requirements of FASB Interpretation No. 44, A c c o u n tin g fo r
C ertain T ransaction s in vo lving S to c k C o m p en sa tio n ?

APB Opinion 25, A ccounting f o r Stock Issued to E mployees, was is
sued in October 1972. Since its issuance, questions have been raised
about its application, and diversity in practice has developed. Dur59

ing its consideration of the accounting for stock-based compen
sation, which led to the issuance of FASB Statement No. 123, Ac
co u n tin g f o r Stock-B ased C om pensation, the FASB decided not to
address practice issues related to APB Opinion 25 because it had
planned to supersede the Opinion. However, FASB Statement No.
123 permits entities to continue applying APB O pinion 25 to
stock compensation involving employees. Consequently, questions
remain about the application of APB Opinion 25 in a number of
different circumstances.
FASB Interpretation No. 44, A ccounting f o r Certain Transactions in 
volvin g Stock C om pensation, an interpretation of APB Opinion 25,
clarifies the application of APB Opinion 25 for only certain issues. It
does not address any issues related to the application of the fair value
method in FASB Statement No. 123. Among other issues, Interpre
tation No. 44 clarifies (a) the definition of employee for purposes of
applying APB Opinion No. 25, (b) the criteria for determining
whether a plan qualifies as a noncompensatory plan, (c) the account
ing consequence of various modifications to the terms of a previously
fixed stock option or award, (d) the accounting for an exchange of
stock compensation awards in a business combination.
In considering those issues, the FASB focused on interpreting ABP
Opinion 25. The FASB decided not to amend the APB Opinion
25 framework because most of the problems inherent in the APB
Opinion 25 intrinsic value method are addressed in FASB State
ment No. 123 through that Statements recommended fair value
method. Consequently, in determining the guidance in this Inter
pretation, the FASB reached its conclusions within the framework
of APB Opinion 25 and did not refer to concepts underlying the
fair value method described in FASB Statement No. 123.
Interpretation No. 44 is effective July 1, 2000, but certain conclu
sions in the Interpretation cover specific events that occur after either
December 15, 1998, or January 12, 2000. To the extent that the In
terpretation covers events occurring during the period after Decem
ber 15, 1998, or January 12, 2000, but before the effective date of
July 1, 2000, the effects of applying the Interpretation are recognized
on a prospective basis from July 1, 2000.
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Other New FASB Pronouncements
The FASB also issued the following pronouncements:
•

FASB Statement No. 139, Rescission o f FASB Statem ent No. 53
a n d am endm ents to FASB Statements No. 63, 89, a n d 121. A
summary is included in the AICPA general A udit Risk Alert—
2000/01.

• The status of issues considered recently by the Emerging
Issues Task Force (EITF) of the FASB can be found in the
AICPA general A udit Risk Alert—2000/01 (EITF issues dis
cussed through the September 2000 meeting).
Also, in February 2000, the FASB issued FASB Concepts Statement
No. 7, Using Cash Flow Inform ation a n d P resent Value in A ccounting
M easurem ents. Unlike a Statement of Financial Accounting Stan
dards, FASB Concepts Statements do not establish GAAP. The pur
pose of the series of FASB Concepts Statements is to set forth
fundamentals on which financial accounting and reporting stan
dards will be based, and more specifically, to establish the objectives
and concepts that the FASB will use in developing standards of fi
nancial accounting and reporting.
SEC Accounting Issues and Developments
What are the new SEC Staff Accounting Bulletins?

SAB No. 100, R estru ctu rin g a n d I m p a irm en t C ha rges12
In November 1999, the SEC staff released SAB No. 100, Restruc
tu rin g a n d Im p a irm en t C harges, which provides guidance on the
accounting for and disclosure of certain expenses and liabilities
commonly reported in connection with restructuring activities and
business combinations, and the recognition and disclosure of asset
impairment charges.

1 2 . S ta ff A ccou n tin g Bulletins (SABs) are n ot rules or interpretations o f the SE C.
SABs represent interpretations and practices follow ed b y sta ff o f the O ffice o f
the C h ie f A ccou n tant and the D ivision o f C o rp oration Finance in adm inister
ing the disclosure requirem ents o f the federal securities laws.
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Among other matters, SAB No. 100 reiterates existing criteria in
EITF Issue No. 94-3, L iability R ecogn ition f o r C ertain E m ployee
T erm ination B enefits a n d O ther Costs to Exit an A ctivity (in clu d in g
C ertain Costs In cu rred in a R estructurin g), EITF Issue No. 95-3,
R ecogn ition o f L iabilities in C on n ection w ith a P u rch ase Business
C om bination, and FASB Statement No. 121, A ccounting fo r the Im 
p a irm en t o f L ong-L ived Assets a n d fo r L ong-L ived Assets to B e D isposed
O f and provides guidance on how the SEC staff interprets and ap
plies the criteria in EITF Issue Nos. 94-3 and 95-3 and FASB State
ment No. 121. Costs or charges falling within the scope of EITF
Issue Nos. 94-3 and 95-3 or FASB Statement No. 121 should be ac
counted for in accordance with the appropriate standard. EITF
Issue Nos. 94-3 and 95-3 and FASB Statement No. 121 should not
be applied to events or circumstances falling outside of their respec
tive scopes. SAB No. 100 states that depreciable lives, amortization
periods, and salvage values of long-lived assets need to be reviewed
and, where appropriate, changed on a timely basis.
SAB No. 100 also provides the SEC staff’s views regarding:
• Assessing and measuring enterprise level goodwill for im 
pairment in accordance with APB Opinion No. 17, In tan 
g ib le Assets.
• The measurement of liabilities and other loss accruals assumed
in a purchase combination.
SAB No. 101, R ev en u e R eco gn itio n in F in a n cia l S ta tem en ts13
In December 1999, the SEC staff released SAB No. 101, R evenue
R ecognition in F in a n cia l Statem ents, which provides guidance on
the recognition, presentation, and disclosure of revenue in financial
statements filed with the SEC. SAB No. 101 does not change exist
ing accounting guidance on revenue recognition. Rather, SAB No.
101 draws upon the existing rules and explains how the SEC staff
applies those rules, by analogy, to other transactions that the exist
ing rules do not specifically address, and spells out the basic criteria
that must be met before registrants can record revenue. The imple
mentation date of SAB No. 101 was delayed by SAB 101A, A m end13. See footnote 12.
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m erit: R even u e R ecogn ition in F in a n cia l S tatem ents, and again by
SAB No. 101B, S econ d A m endm ent: R evenue R ecognition in F inan
cia l Statements. SAB 101 B delays the implementation date of SAB
101 until no later than the fourth fiscal quarter of fiscal years be
ginning after December 15, 1999.
Help Desk—The full text of SAB Nos. 100 and 101 are avail
able at the SEC Web site at www.sec.gov. Also, see the newly in
troduced AICPA Audit Risk Alert—SEC Alert. The SEC Alert
provides valuable insights into SEC staff perspectives on impor
tant accounting and auditing matters, along with updates on re
cent SEC activities.
Since the issuance of SAB No. 101, the SEC staff has received in
quiries from auditors, preparers, and analysts about how the
guidance in accounting standards and SAB No. 101 would apply
to particular transactions, and in response to those inquiries, has
prepared S ta ff A ccou n tin g B ulletin No. 101: R even u e R ecogn ition in
F in a n cia l Statem ents—F requently Asked Q uestions a n d Answers.
Help Desk—Staff Accounting Bulletin No. 101: Revenue Recog
nition in Financial Statements—Frequently Asked Questions and
Answers is available at the SEC Web site at www.sec.gov.
Executive Summary— Accounting Issues and Developments
• In September 2000, the FASB issued FASB Statement No. 140, Ac
counting fo r Transfers and Servicing o f Financial Assets an d Extinguish
ments o f Liabilities, a replacement of FASB Statement No. 125.
• FASB Statement No. 133 was amended as a result of the issuance of
FASB Statement Nos. 137, Accounting fo r Derivative Instruments and
Hedging Activities—Deferral o f the Effective Date o f FASB Statement No.
133, and 138, Accountingfo r Certain Derivative Instruments and Certain
Hedging Activities—an amendm ent o f FASB Statement No. 133. FASB
Statement No. 137 defers the effective date of FASB Statement No. 133
to all fiscal quarters of fiscal years beginning after June 15, 2000.
• Other FASB issuances: FASB Statement No. 139, Rescission o f FASB
Statement No. 53 and amendments to FASB Statements No. 63, 89, and
121; FASB Interpretation No. 44, Accounting fo r Certain Transactions
involving Stock Compensation, an interpretation of APB Opinion 25,
and FASB Concepts Statement No. 7, Using Cash Flow Information
and Present Value in Accounting Measurements.
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• SEC SAB No. 100, Restructuring and Im pairm ent Charges provides
guidance on the accounting for and disclosure of certain expenses
and liabilities commonly reported in connection with restructuring
activities and business combinations, and the recognition and disclo
sure of asset impairment charges.
• SEC SAB No. 101, Revenue Recognition in Financial Statements, pro
vides guidance on the recognition, presentation, and disclosure of
revenue in financial statements filed with the SEC.

On the Horizon14
FASB Exposure Drafts
What are some of the outstanding exposure drafts that have been issued
by the FASB for comment?

Proposed Statement o f Financial Accounting Standards on
Consolidated Financial Statements
In February 1999, the FASB issued an exposure draft of a proposed
FASB Statement, C onsolidated F in a n cia l Statem ents: P urpose a n d
Policy, a revision to an exposure draft issued in October 1995. This
proposed Statement would establish standards that specify when en
tities should be included in consolidated financial statements. It
would apply to business enterprises and not-for-profit organizations
that control other entities regardless of the legal form of the control
ling and controlled entities. The proposed statement would—
•

Define co n tro l as the ability of an entity to direct the poli
cies and management that guide the ongoing activities of
another entity so as to increase its benefits and lim it its
losses from that other entity’s activities. For purposes of

14. This section briefly summarizes some o f the exposure drafts that have been released
by the FASB, the ASB and AcSEC for comment, and which were outstanding at
the time o f the writing o f this Audit Risk Alert. Practitioners should note that the
purpose o f exposure drafts is to solicit comments from preparers, auditors, users o f
financial statements, and other interested parties. T hey are nonauthoritative and
cannot be used as a basis for changing G AAS or GAAP. Auditors should be alert for
the issuance o f final standards or other developments related to FASB, AcSEC, and
ASB projects. Further information related to FASB projects can be obtained from
the FASB Web site at www.fasb.org. Further information related to ASB and AcSEC
projects can be obtained from the AICPA Web site at www.aicpa.org
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consolidated financial statements, control involves decision
making ability that is not shared with others.
•

Require that a controlling entity (parent) consolidate all enti
ties that it controls (subsidiaries) unless control is temporary
at the time the entity becomes a subsidiary.

•

Preclude consolidation of a new subsidiary if a parent's con
trol is temporary at the date that control is obtained.

The proposed Statement would supersede the provisions of para
graphs 1 through 3 and 5 of Accounting Research Bulletin (ARB)
No. 51, C onsolidated F inancial Statem ents, as amended, and would
amend ARB No. 51 to extend its provisions to not-for-profit orga
nizations. The proposed statement would also supersede or amend
other accounting pronouncements.
Proposed Statement o f Financial Accounting Standards on
Business Combinations and Intangible Assets
In September 1999, the FASB issued an exposure draft of a pro
posed FASB Statement, Business C om binations a n d Intangible Assets.
This proposed Statement is divided into two parts. Part I addresses
the method of accounting for business combinations. Part II would
establish new accounting standards for both identifiable and
unidentifiable intangible assets acquired (including goodwill)
whether acquired singularly, in a group, or as part of a business
combination.
The proposed Statement would amend APB O pinion No. 16,
Business C om binations, supersede APB Opinion No. 17, In ta n gi
ble Assets and would also amend or supersede other accounting
pronouncements.
Proposed Statement o f Financial Accounting Standards on
Accounting for Obligations Associated with the Retirement
o f Long-Lived Assets
In February 2000, the FASB issued an exposure draft of a proposed
FASB Statement, A ccounting f o r O bligations A ssociated w ith the Re
tirem en t o f L ong-L ived Assets, a revision to an exposure draft issued
in 1996. This proposed Statement would apply to all entities that
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incur obligations associated with the retirement of tangible longlived assets. The proposed statement would require—
• An asset retirement obligation be recognized as a liability,
initially measured at fair value, when incurred.
• An offsetting am ount, referred to as an asset retirement
cost, be recognized as an increase in the carrying amount
of the associated long-lived asset.
• Recognition of interest expense on the liability and depre
ciation expense on the capitalized asset retirem ent cost
after initial recognition and measurement.
Proposed Statement o f Financial Accounting Standards on
Asset Impairment and Disposals
In Ju ly 2000, the FASB issued an exposure draft of a proposed
FASB Statement, A ccounting f o r the Im pairm en t o r D isposal o f LongL ived Assets a n d f o r O bligations A ssociated w ith D isposal A ctivities,
which would supersede FASB Statement No. 121, A ccounting f o r the
Im pairm ent o f L ong-L ived Assets a n d f o r L ong-L ived Assets to B e Dis
p o sed O f The proposed Statement would establish a single account
ing model for long-lived assets to be disposed of. This accounting
model would also apply to certain obligations associated with a dis
posal activity, including the restructuring of an existing activity,
whether or not it involves the disposal of long-lived assets. The pro
posed Statement would retain the recognition and measurement
provisions of FASB Statement No. 121 for long-lived assets to be
held and used and would provide additional guidance for imple
m enting those provisions. In addition, the proposed Statement
would supersede the accounting and reporting provisions of APB
Opinion No. 30, R eporting the Results o f O perations—R eporting the
Effects o f D isposal o f a S egm ent o f a Business, a n d Extraordinary, Un
usual a n d In frequently O ccu rrin g Events a n d Transactions, that ad
dress the disposal of a segment of a business and nullify most of the
guidance provided by EITF Issue No. 94-3, Liability R ecognition f o r
Certain E mployee Termination B enefits a n d O ther Costs to Exit an Ac
tivity (in clu din g Certain Costs In cu rred in a R estructuring).
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ASB Exposure Drafts
What are some of the outstanding exposure drafts that have been issued
by the ASB for comment?

Proposed SAS, A m endm ent to Statem ent on A uditing Standards
No. 55, Consideration o f Internal Control in a Financial
Statement Audit, as a m en d ed by SAS No. 78, Consideration
o f Internal Control in a Financial Statement Audit: An
Amendment to Statement on Auditing Standards No. 55
Issued in November 2000, this proposed SAS amends SAS No. 55
to provide guidance to auditors about the effect of information
technology (IT) on internal control, and on the auditor's under
standing of internal control and assessment of control risk. The
ASB believes the guidance is needed because entities of all sizes in
creasingly are using IT in ways that affect their internal control and
the auditor's consideration of internal control in a financial state
ment audit. Consequently, in some circumstances, auditors may
need to perform tests of controls to perform effective audits.
AcSEC Exposure Drafts
What are some of the outstanding exposure drafts that have been issued
by AcSEC for comment?

Proposed SOP— A mendment to Scope o f Statem ent o f Position
95-2 , Financial Reporting by Nonpublic Investment
Partnerships, to Include Commodity Pools
The AICPA's Accounting Standards Executive Committee (AcSEC)
issued an exposure draft of a proposed Statement of Position (SOP),
A m endm ent to Scope o f AICPA Statem ent o f Position 95-2, F inancial
R eporting by N onpublic Investm ent Partnerships, to In clu de C om m od
ity Pools, that would be effective for financial statements issued for
periods ending after June 15, 2001, with earlier application en
couraged. It will repeal the exemption from complying with SOP
95-2 applicable to investment partnerships that are commodity
pools subject to regulation under the Commodity Exchange Act of
1974. Such entities would be required, among other things, to in-
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clude a schedule of investments in their financial statements format
ted in accordance with the SOP.

Resource Central
What other AICPA publications, products, and services can be of value
to auditors of broker-dealers?

Order Department (Member Satisfaction)
To order AICPA products, including AICPA products discussed in
this Audit Risk Alert, call (888) 777-7077; write AICPA Order De
partment, CLA10, P.O. Box 2209, Jersey City, NJ 07303-2209; fax
(800) 362-5066. For best results, call Monday through Friday be
tween 8:30 a.m. and 7:30 p.m. EST. Obtaining product informa
tion and placing online orders can be done at the AICPA’s Web site,
www.aicpa.org.
AICPA Practice Aid, Audits of Futures Commission Merchants,

Introducing Brokers, and Commodity Pools
The AICPA Practice Aid, Audits o f Futures C om m ission M erchants,
In trod u cin g Brokers, a n d C om m odity Pools (Product No. 006600kk)
provides practitioners with nonauthoritative practical guidance on
auditing financial statements of FCMs, IBs, and commodity pools.
Organized to complement the AICPA Auditing and Accounting
Guide Brokers a n d D ealers in Securities, this Practice Aid includes
discussions of a commodity industry overview, regulatory consider
ations, auditing considerations, and accounting standards, in addi
tion to illustrative financial statements of FCMs and IBs.
Technical Practice Aids
AICPA T echnical P ra ctice Aids includes questions received by the
AICPA Technical Hotline on various subjects and the responses
to those questions. T echnical P ra ctice Aids is available both as a
subscription service and in paperback form.
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Continuing Professional Education Courses
The AICPA offers many continuing professional education (CPE)
courses, available for both group and self-study. Also, the AICPA
has launched a new online learning tool, AICPA InfoBytes. An an
nual fee ($95 for members and $295 for nonmembers) will offer
unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments.
Help Desk—For more information about AICPA CPE courses,
call the AICPA (Member Satisfaction) at (888) 777-7077 or
visit the AICPA Web site at www.aicpa.org. You can register for
AICPA InfoBytes at infobytes.aicpaservices.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077.
Ethics Hotline
The AICPA Professional Ethics Team answers inquiries concern
ing independence and other behavioral issues related to the appli
cation o f the AICPA Code o f Professional Conduct. Call (888)
777-7077.
National Securities Industry Conference
Each year the AICPA cosponsors with the Financial Management
Division of the Securities Industry Association a National Con
ference on the Securities Industry that is specifically designed to
update auditors and securities industry financial executives on sig
nificant accounting, legal, financial, and tax developments affect
ing the securities industry. Information on the conference may be
obtained by calling the AICPA CPE Conference Hotline at (888)
777-7077 or visiting the AICPA Web site at www.aicpa.org.
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AICPA reSOURCE
The AICPA is currently offering a CD-RO M product, titled re
SOURCE: AICPA’s A ccou n tin g a n d A uditing L iterature. This CDROM enables subscription access to the following AICPA
professional literature products in a Windows format: P rofessional
S tandards, T ech n ica l P ra ctice Aids, a n d A u d it a n d A cco u n tin g
G uides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you need
and includes hypertext links to references within and between all
products. To order any publications included on the CD-ROM,
call (888) 777-7077.
Assurance Services Alerts
The Assurance Services Alert series provides practitioners with in
formation about the emerging practice areas of CPA ElderCare Ser
vices, WebTrustSM, and CPA SysTrustSM. These Assurance Services
Alerts provide both an introduction to those who are unfamiliar
with assurance services and an update of important new develop
ments for those who have expanded their practice to include these
assurance services. The 2000 Assurance Services Alerts are available
from the AICPA for the following services:
•

Web TrustSM—2000 (Product No. 022249kk)

•

CPA E lderC are S ervices—2000 (Product No. 022248kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

References for Additional Guidance
Auditors should also be aware of the economic, regulatory, and
professional developments that may affect the audits they perform,
as described in the AICPA general A udit Risk A lert—2000/01
(Product No. 022260kk), and the AICPA C om pilation a n d R eview
Alert—2000/01 (Product No. 022270kk). The new AICPA Audit
Risk Alert— SEC A lert (Product No. 022272kk) provides valuable
insights into SEC staff perspectives on important accounting and
auditing matters, along with updates on recent SEC activities. The
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new AICPA Audit Risk Alert The ABCs o f In d ep en d en ce (Product
No. 022271 kk) is a must-read primer on the fundamentals of in
dependence. These Alerts may be obtained by calling the AICPA
Order Department (Member Satisfaction) at (888) 777-7077 or
faxing a request to (800) 362-5066. Additional product informa
tion is available on the AICPA’s Web site, www.aicpa.org.
Copies of FASB publications referred to in this document may be
obtained directly from the FASB by calling the FASB Order De
partment at (800) 748-0659, or writing the FASB Order Depart
ment, 401 Merritt 7, P.O. Box 5116, Norwalk, C T 06856-5116.
This Audit Risk Alert replaces S ecurities Industry D evelopm ents—
1999/2000. The Securities Industry D evelopm ents Audit Risk Alert
is published annually. As you encounter audit or industry issues
that you believe warrant discussion in next year's Alert, please feel
free to share them with us. Any other comments that you have
about the Alert would be appreciated. You may e-mail these com
ments to mkasica@aicpa.org or write to:
M aryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

Federal Regulations Related
to Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problems of
money laundering and other financial crime, authorizes the U.S.
Department of the Treasury to issue regulations requiring financial
institutions to file reports, keep certain records, implement anti
money laundering programs and compliance procedures, and re
port suspicious transactions to the government (see 31 CFR Part
103). Failure to comply with BSA reporting and recordkeeping
provisions may result in the assessment of severe criminal and civil
penalties. BSA defines “brokers or dealers in securities registered or
required to be registered with the SEC” under the Securities Ex
change Act of 1934 as financial institutions.
All securities brokers and dealers and government securities dealers
in the United States are required under 17 CFR 240.17a-8 and 17
CFR 405.4 to comply with certain anti-money laundering require
ments. The most recent change to these was referenced in NASDR Notice to Members 96-67 and 97-13 (see the next paragraph)
regarding recordkeeping for transmittals of funds. In addition, the
New York Stock Exchange, in Information Memorandum 89-5,
provided information to its members on reporting suspicious
transactions involving money laundering to the government (dis
cussed in the following paragraphs).
NASD-R Notice to Members 96-67 and 97-13, Bank S ecrecy A ct
R ecordk eeping R ule f o r F unds Transfers a n d Transm ittals o f F unds
provides information to National Association of Securities Deal
ers members regarding the Treasury’s amendments to the BSA,
which facilitate tracing funds through the funds-transm ittal
process, effective M ay 28, 1996. For transm ittals o f funds of
$3,000 or more, brokers and dealers of securities are required to
obtain and keep certain specified inform ation concerning the
transmitter and the recipient of those funds. In addition, brokers
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and dealers must include this information on the actual transmit
tal order.
Brokers and dealers of securities firms that are not subsidiaries of
bank holding companies are not currently required under the BSA
to report suspicious activity either by employees or by customers to
the Treasury Department. However, Treasury has announced that
it will be proposing a similar requirement to all securities brokers
and dealers. In addition, Congress has proposed new legislation
that, if enacted as proposed, would impose this requirement, by
statute. Regardless, Treasury encourages securities firms to volun
tarily file reports regarding suspicions of money laundering, and
many of them are voluntarily complying with this provision, in an
ticipation of the adoption of formal rules. Securities subsidiaries of
bank holding companies are required to report suspicious activity
by the Federal Reserve (12 CFR 225). The Annunzio-Wylie AntiMoney Laundering Act of 1992 provides a safe harbor from civil li
ability for reporting financial institutions.
BSA implementing regulations require financial institutions, includ
ing securities firms, to file currency transaction reports (CTRs— IRS
Form 4789) for cash transactions greater than $10,000.
Other BSA rules governing the reporting of international trans
portation of currency or monetary instruments (CMIRs— Customs
Form 4790), and foreign bank and financial accounts (FBARs—
Treasury Form TDF 90-22.1) have not been modified since 1989
and 1987, respectively. However, on January 16, 1997 (see F ederal
Register), the Treasury issued a proposal to expand the statutory def
inition of monetary instruments to include foreign bank drafts.
On July 13, 1998, the European Union proposed expanding the
scope of Directive 91/308/EEC to require auditors and lawyers to
report suspicious activity. This proposal, if implemented as pro
posed, would apply to the audits of the European operations and
subsidiaries of domestic clients.
The International Organization of Securities Commissions, in its
“Objectives and Principles of Securities Regulation,” obliges member
states (Principle 8.5) to require securities firms to “have in place poli
cies and procedures “ to reduce the likelihood of money laundering.
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According to the N ational Association of Attorneys General,
thirty-three states, the District of Columbia, and Puerto Rico have
imposed criminal penalties for money laundering offenses.
For copies of BSA forms mentioned here and more information
regarding anti-m oney laundering issues as they affect securities
brokers and dealers, consult the Financial Crimes Enforcement
Network Internet site at www.treas.gov/fincen.
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APPENDIX B

AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identify
ing business reporting issues, with an emphasis on audit and ac
counting matters, in the financial services industry. The Financial
Services Expert Panel is one of a number of industry-specific panels
that have been created as part of the AICPA’s effort to revamp the
Institute's volunteer structure.
The Expert Panel will identify and discuss industry-specific emerging
issues and their effect on CPAs, identify additional guidance, if any
(both traditional and nontraditional), that members need to be effec
tive and to protect the public, and develop plans for providing input
on initiatives that should be brought to the attention of standards
setters or the AICPA prioritization mechanism, and other matters.

Joining the Expert Panel
Expert Panel members should be forward thinking, vision-aligned,
cross-functional individuals. In addition, Expert Panel members may
be non-CPA business professionals. C ross-junctional is intended to
include members with expertise in the traditional areas of accounting
and auditing, as well as awareness and, perhaps, expertise beyond the
traditional areas. For example, depending on the needs of the area
covered by the Expert Panel, the members might have expertise in as
surance services, operational and management issues, technology,
corporate governance, legislation, and other areas, in addition to ex
pertise in the traditional areas of accounting and auditing.

Rewards of Joining the Panel
Serving on the Panel is a rewarding and enriching experience. Panel
members interact with other top professionals in their industry,
and address and resolve key forces, issues, and trends shaping the
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financial services world. Moreover, Expert Panel members take
the knowledge and experience they gain on the Panel with them,
enriching themselves, their work, and their firms.
Panel members w ill serve one-year terms, generally for three con
secutive years.
Apply Now. For more information on the Expert Panels or to apply,
visit AICPA Volunteer Central at www.skillscape.com/aicpaonline.

Stockbrokerage and Investment Banking Regulatory
Liaison Task Force
The AICPA also has developed the Stockbrokerage and Investment
Banking Regulatory Liaison Task Force to work with regulatory
agencies to advocate the professions views and to provide technical
counsel to ensure that related regulatory, or broad private-sector
requirements involving accounting, auditing, or work by CPAs for
the securities industry are consistent with and workable under pro
fessional standards set in the private sector.
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